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PORTFOLIO SELECTION: A HEURISTIC APPROACH* 


GEOFFREY P. CLARKSON AND ALLAN H. MELTZER 
Carnegie Institute of Technology 


I. INTRODUCTION 


THE PROBLEM of selecting a portfolio can be divided into two 
components: (1) the analysis of individual securities and (2) the 
selection of a portfolio or group of securities based on the previous 
analysis. Up to now, the majority of writers have focused on the 
first part of the problem and have developed several, well-accepted 
methods of analysis.’ Little attention has been paid to the second 
phase of the problem. It is to this second part of the portfolio selec- 
tion process that this paper is principally devoted. 

Recently a normative approach to portfolio selection for a par- 
ticular kind of investor has been proposed by Markowitz.” He de- 
fines a decision problem (in this case the selection of a set of 
securities), assumes a decision function, and observes the behavior 
which the system generates when inputs are varied. In his analysis, 
Markowitz shows that, for given securities, a rational investor can 
determine the “efficient” set.* To obtain an optimal portfolio from 
the efficient set, additional assumptions are required: namely, a 
Markowitz investor must choose that combination of mean and 
variance which provides maximum utility. But, whatever form the 


* The authors are, respectively, Ford Foundation Fellow and assistant professor at the 
Graduate School of Industrial Administration. The research was supported by grants of 
the Graduate School of Industrial Administration, from the school’s research funds and 
from funds provided by the Ford Foundation for the study of organizational behavior. 

The authors gratefully acknowledge assistance furnished by the trust department of a 
local bank. Without the kind co-operation of the investment officer and other officials of 
that department, this research would have been impossible. Their comments on an earlier 
draft of this paper were most helpful in eliminating ambiguities. 


1. B. Graham and D. Dodd, Security Analysis (3d ed.; New York: McGraw-Hill 
Book Co., Inc., 1951), is an example of one of the more comprehensive works in this area. 


2. H. Markowitz, Portfolio Selection (New York: John Wiley & Sons, 1959). 


= Ibid. Portfolios which provide the maximum return for a given variance are “effi- 
cient.” 
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decision function takes, it must be such as to make its mathematical 
representation tractable and soluble. 

A positive theory of portfolio selection does not yet exist. Such 
a theory must describe and predict the investment behavior of 
individuals under uncertainty. Whether one constructs a positive 
theory or compares the results of a normative theory with existing 
procedures, knowledge of actual behavior is a prerequisite. Since 
neither a theory nor an adequate description of the selection process 
is available, the aim of this paper is partially to fill both gaps. 

The focus of our study is the investment of trust funds held by 
banks. We view this process as a problem in decision-making. A 
heuristic* model, written as a computer program, simulates the pro- 
cedures used to assign accounts to a common trust fund or to 
select particular portfolios. The analysis is based on the operations | 
at a medium-sized national bank (with trust assets approximately 
equal to the average for all national banks). The decision-maker 
of our problem is the trust investment officer;® our simulation asks 
the computer program to select a portfolio based on information 
available to the investment officer at the time his decision is made. 

This approach is related to the traditional literature of financial 
analysis and portfolio selection. Like the traditional approach, it is 
based on rules of thumb (heuristics) which guide the decision-maker 
from the original input of information about the client, the securi- 
ties markets, and the economy to the choice of particular portfolios. 
But, unlike that approach, the rules must be completely specified, 
unambiguous, and capable of being refuted by empirical tests. 
When the rules for processing information (or heuristics) yield 
results consistent with those obtained by human subjects, the model 
is said to have “simulated” the decision process; the set of heuristics 
(or simulation model) has “predicted” the behavior of the subject.’ 

Even if the model fails to predict, simulation provides valuable 
information about the decision process in the form of a step-by- 
step record of the procedures used. Sources of error can frequently 
be identified and eliminated. In this way, the model, through a 


4. Heuristics are important, as they often lead us quickly to solutions which we would 
otherwise reach much more expensively by analytic techniques. For a more extensive 
discussion of heuristic programs see—H. A. Simon and A. Newell, “What Have Com- 
puters To Do with Management ?” (RAND Publication P-1708 [May 21, 1959])- 


5. It should be noted carefully that our results reflect the behavior of one investor and 
hence may not describe the general case. 


6. For a more complete discussion of the theory and technique of simulation see the 
ete symposium on simulation in the December, 1960, American Economic 
eview. 
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series of successive tests, can be designed to approximate the be- 
havior of the subject or subjects. 

Simulation accomodates both the inductive and the deductive ap- 
proach. One may simulate the processes used by a number of 
individuals and attempt to generalize the results. Alternatively, 
one can construct a model and test it against a wide variety of 
observed behavior. The latter approach has been used in this paper. 

Simulation need not involve a computer, just as addition does 
not require an adding machine. The advantage of the computer is 
its ability to solve complex problems more accurately. Moreover, 
the computer permits the addition to the simulation program of as 
many mechanisms as are interesting and important, subject only to 
the speed and storage capacity of the computer. Thus, by using the 
computer, one can move farther away from an assumed decision 
function and focus on the actual operations performed by a deci- 
sion-maker. 

The next section briefly describes some recent developments in 
the theory of human problem-solving. Section III discusses the 
application of problem-solving to the trust investment decision. We 
then describe the computer model which selects the assets to be held 
in particular accounts. The results of some of the tests of the 
model are shown in the appendix. 


II. ComPUTERS AND THE THEORY OF HUMAN PROBLEM-SOLVING 


Recent interest in the theory of human problem-solving’ has 
focused on the computer programing of mental processes. Most of 
this work has been directed toward developing an understanding 
of the operations performed in thinking; some recent work has 
focused on the application of these techniques to industrial or busi- 
ness problems.® 

Basic to these studies is the assumption that thinking processes 


7. This section is largely based on A. Newell and H. A. Simon, The Simulation of 
Human Thought (RAND Corporation, June, 1959). 


8. For examples, see the following: L. A. Hiller, Jr., and L. M. Isaacson, Experimental 
Music (New York: McGraw-Hill Book Co., Inc., 1959); A. Newell, J. C. Shaw, and 
H. A. Simon, “Empirical Explorations of the Logic Theory Machine,” Proceedings of 
the Western Joint Computer Conference, February 26-28, 1957, pp. 218-30; A. Newell, 
J. C. Shaw, and H. A. Simon, “Chess-playing Programs and the Problem of Com- 
plexity,” IBM Journal of Research and Development, No. 2 (October, 1958), pp. 320- 
35; E. A. Feigenbaum, “An Information Processing Theory of Verbal Learning” (un- 
published Ph.D. thesis, Carnegie Institute of Technology, 1959) ; J. Feldman, “An Anal- 
ysis of Predictive Behavior in a Two-Choice Situation” (unpublished Ph.D. thesis, 
Carnegie Institute of Technology, 1959) ; and F. M. Tonge, “A Heuristic Program for 


=— Line Balancing” (unpublished Ph.D. thesis, Carnegie Institute of Technology, 
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can be isolated as well as identified and that they can be repre- 
sented by a series of straightforward mechanical operations. This is 
not to say that thought processes are simple and easy to represent 
but rather that they can be broken down into their elemental parts, 
which, in turn, consist of collections of simple mechanisms. These 
operations are written as a set of statements and rules which, when 
coded in computer language, become a computer program. The 
program is tested by running it on a digital computer, and, as in the 
more familiar case of mathematical theory, the logical consequences 
of the initial conditions are derived by performing the operations 
according to the specified rules. 

In an actual simulation the derived computer statements are 
compared with the output of human subjects who have verbally 
reported (in detail) their thought processes and decisions. If the 
humans and the computer use similar processes, the computer is 
said to have successfully simulated the behavior of the humans. 
Moreover, if this occurs, the computer program is sufficient to 
account for the “observed” behavior. 

It must be remembered, however, that computers are neither 
necessary nor sufficient devices for building heuristic models. A 
human can replace the computer and perform each operation as 
directed by the program. But humans are inefficient at this task 
and are usually replaced by digital computers. 

One particular characteristic of computers, called “transfer” or 
“branching,” is essential to the study of problem-solving and in- 
formation-processing. Conditional transfer operations permit a pro- 
gram to choose between alternatives and/or follow strategies. 

As a hypothetical example, in a problem-solving context, consider 
the following translation problem:* The computer is supplied with 
a Russian-language dictionary, a program, and a Russian story. 
The program specifies that symbols representing Russian words be 
read and that the corresponding English words be printed out. 
The program finds a word in the Russian story. It is instructed to 
search through a list of commonly used words (or dictionary), 
until it finds symbols identical with the symbols it is using to rep- 
resent the Russian word. The conditional transfer operation speci- 
fies that (1) if the symbols are identical, replace the Russian sym- 
bols with the corresponding English symbols and transfer to the 
next word (set of symbols) in the story, then repeat the process 


9. While this is not the process followed by most translation programs, it is illustrative 
of the economies inherent in conditional transfer operations. 
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for the next Russian word in the story, but (2) if the symbols are 
not identical, transfer to the next Russian word in the dictionary. 

Three points are worth emphasizing. First, the program is itera- 
tive, i.e., it uses its operations repetitively to process different pieces 
of information or to solve quite separate problems. During the 
processing, it sorts information, retaining those parts which are 
useful, discarding the irrelevant. Second, the program is capable of 
modifying the “dictionary” or lists. Frequently used “words” may 
be separated, to narrow future search activity in the interests of 
economizing time. Third, the hypothetical program described above 
is general. Any type of list could replace the Russian dictionary as 
an input without necessitating modification of the search-compare- 
transfer operations. 

While the general processes which the computer follows remain 
unchanged, each successful simulation must recognize the con- 
straints which arise within the context of the particular problem. 
These constraints restrict the program to those processes that are 
consistent with the operations performed by humans engaged in 
similar tasks. In the translation example, a constraint might call for 
initiating search by looking at the first letter of the word; in search- 
ing a list of Treasury notes, the computer might first consider their 
yields or maturities. 

In our work, a list of common stocks becomes the basic list of 
the problem—i.e., the dictionary. The goals of the client and the 
amount of money to be invested represent the Russian story of our 
example. And conditional transfer operations allow the program to 
follow the strategies of portfolio selection. 

When the constraints which arise in the choice of portfolios are 
imposed on the general theory of human problem-solving, a theory 
of portfolio selection emerges. The following section describes the 
constraints and the resulting theory. 


III. SIMULATION OF THE TRUST INVESTMENT PROCESS 


An investor is confronted with a large assortment of information 
which he may use in making decisions. There is a wide variety of 
data, past and current, on the operation of firms and the market 
valuation of their stocks. There are many published predictions 
about the present and future state of the general economy, the stock 
market, and particular industries and firms. There are legal restric- 
tions and the desires of clients to be considered when an investor 
acts in an agency of fiduciary capacity. These factors, when evalu- 
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ated and combined with an investment policy, ultimately result in 
a decision to buy specific quantities of particular stocks and bonds. 

An investor choosing a portfolio is processing information: he 
sorts the useful from the irrelevent and decides which parts of the 
total information flow are most important. As we have seen, the 
theory of human problem-solving was built to handle problems of 
this type. The postulates of the theory particularly relevant for our 
purposes are that the following exist: 

(1) A control system consisting of a number of memories, which contain 
symbolized information and are interconnected by various ordering relations. . . . 


(2) A number of primitive information processes, which operate on the infor- 
mation in the memories. ... 


(3) A perfectly definite set of rules for combining these processes into whole 


programs of processing. From a program it is possible to deduce unequivocally 
what externally observable behavior will be generated. 


In the portfolio selection problem, these postulates consist of (1) 
The memory, i.e., lists of industries each of which has associated a 
sublist of companies. The memory also contains lists of information 
associated with the individual companies."? (2) Search procedures 
for selecting a portfolio from the information stored in the memory. 
These function in a manner similar to the traditional clerk who 
prepares lists of stocks suitable for current investment by scanning 
a master list. (3) A set of rules or criteria which guide the deci- 
sion-making processes by stipulating when and how each primitive 
process is to be used. The set of rules constitutes the processing 
program for an individual investor. It might be compared with the 
heuristics of the traditional “expert,” but, as noted, there is an im- 
portant difference—the program must be unambiguous. 

Like any problem-solving program, the simulation of the port- 
folio selection process relies principally on this set of basic operat- 
ing rules. The rules are specified in advance and may be modified 
by the outcome of specific decisions. In particular, the record of 
past successes, failures, and the processes involved in each are 
stored in memory. The program modifies its behavior by eliminating 

10. A. Newell, J. C. Shaw, and H. A. Simon, “Elements of a Theory of Human 
Problem Solving,” Psychological Review, LXV (1958), 151 ff. 


11. Investors categorize companies by industry. Not all investors may associate iden- 
tical companies with a given industry, but the process of classification by industry re- 
mains invariant as the primary basis for listing companies in the memory. The informa- 
tion associated with each company also varies among investors, but each has a list of 
attributes and values stored in memory (e-g., growth rate, dividend rate, price, price/ 
earnings ratio, expected earnings, expected yields, etc.). 
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such unsuccessful procedures. In this sense it learns from its past 
experience.’* 

In common with other heuristic programs, the process is iterative. 
Lists of industries and companies are searched for particular attri- 
butes; sublists are created, searched, and again divided. For ex- 
ample, to obtain a high-growth portfolio, the list of companies 
stored in memory is searched to obtain shares with the desired 
characteristics. Additional criteria are employed to narrow (or ex- 
pand) this list. Further search and matching against desired criteria 
yield the specific selection of stocks to buy. 

Like the investor it simulates, the computer stores the final result 
(list) for future use. When the same problem recurs, the entire 
search process need not be repeated. The list may be judged by 
present criteria, accepted, adapted to new conditions, or completely 
rejected. In the latter event, the computer would use a conditional 
transfer operation to renew search activity until a new list had been 
formed. 

Within this general framework, the problem of constructing a 
model of investment behavior becomes a problem of uncovering the 
basic rules (operations) which lead to a decision to purchase par- 
ticular securities. The following procedure was used to obtain these 
data: First, the trust department of a local bank was observed by 
attending committee meetings called to review past and future deci- 
sions. Interviews were then conducted with departmental officers to 
obtain a better understanding of the lines of authority. From these 
procedures it became apparent that the investment officer was the 
primary locus of all decisions relevant to the choice of portfolios. 

Interviewing as a technique provided helpful background infor- 
mation. However, as portfolio selection has a well-developed lore, 
this technique failed to separate the relevant from the irrelevant 
criteria. 

Second, the history of several accounts was examined. Naive 
behavioral models were constructed to approximate the recorded 
behavior and to help uncover those processes which appeared to be 
invariant between accounts. 

Third, and most important, the investment officer was asked to 

12. For a complete discussion see G. P. E. Clarkson and H. A. Simon, “Micro-Simu- 


lation: The Simulation of Individual and Group Behavior,” American Economic Review, 
December, 1960. 
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permit “protocols” to be made of his decision processes.’* To ac- 
custom the subject to verbalizing his procedures, the first case was 
based on an account with which he had dealt before. Artificiality 
was introduced into the description of the beneficiary and the past 
history of the account. Successive protocols recorded the investment 
officer’s decision processes for accounts which arose in the course 
of his work. The decisions made during these problem sessions 
determined the particular securities which were purchased for these 
accounts. 

From these protocols a program of the investment decision proc- 
ess was built. As yet, the number of protocols is insufficient to 
answer all the problems that are raised in writing such a program. 
But our experience has shown that programing focuses our attention 
on precisely those details for which our specific knowledge is weak- 
est. To date, there are still large gaps in our understanding of the 
decision-making process, especially in the areas of goal formation" 
and the association of particular industries with particular goals. 
Also the selection process which determines the particular company 
and the number of shares to be purchased has not been completely 
determined. However, an adequate amount of information has been 
gathered to program a substantial part of the portfolio selection 
process. 


IV. THE PortTFOLIO SELECTION PROCESS 


This section describes the step-by-step simulation of the trust 
investment process in a medium-sized bank. At present we are di- 
rectly concerned with the way in which common stocks are chosen 
for individual portfolios. The selection of bonds and preferred 
stocks has not yet been explicitly considered. 

The investment officer’s behavior can be described by a flow 
chart (Fig. 1) detailing the sequential pattern followed in the deci- 
sion-making process. Each of the elements in the flow chart requires 
a specific decision by the investment officer. Although the model 
operated with a basic list of eighty stocks, specification of the goal 

13. A “protocol” is a transcript of the verbalized thought and actions of a subject 
when the subject has been instructed to think or problem-solve aloud. Thus the tran- 
script is a record of the subject’s thought processes while engaged in making a decision. 
Since a protocol is a detailed description of what a person does, it avoids some of the 
problems inherent in interview and questionnaire techniques, which ask the subject to 


state his reasons for behaving as he does. For further discussion see Newell, Shaw, and 
Simon, “Elements of a Theory of Human Problem Solving,” op. cit. 


14. E.g., the precise way in which a “growth account” differs from an “income 
account.” 
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of the account (step 2) eliminates securities inconsistent with the 
goal and reduces the list to approximately thirty stocks. 

The model was required to predict the portfolios for two accounts 
with different goals. That is, operations 6-9 were performed as 
directed by the program. The output was compared with the invest- 
ment officer’s recorded decisions. The results are shown in the 


appendix. 


1. Information on account 
and client 


2. Derive goal of account 


4. Determine percentages to be in- 
vested in bonds, preferred 
and commons 


5. Select bonds 
and preferreds 


3. Common trust fund 


6. Select commons 


7. Select industries appropriate 
to goal 


8. Select one company per 
industry 


9. Determine size of participation 


Fic. 1 


The descriptions which follow detail the processes used. Trans- 
lated into symbolic form, they become the computer program.’® 

Information on account and client.—There are two basic sources 
of information on each account: the administrative officer’s inter- 
views with the client and the written record, containing a copy of 
the legal instrument (often a will) setting up the trust.’® From the 


15. The program was written in an information-processing language IPL-V (Newell 
and Simon). 


16. In most cases, this contains information about the beneficiaries, the investment 
powers of the bank, what is to happen to the principal, what should be done with the 
income, etc. From these sources he also gets information on what the beneficiaries’ age, 
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accumulated data and the subjective impressions of the adminis- 
trative officer, the investment officer proceeds to step 2: formulat- 
ing a concept of what the client wants the trust to do, i.e., the goal 
of the account. Before transforming this concept into a goal (or 
investment policy) for the account, the investment officer must 
choose between two courses of action. Conditional transfer opera- 
tions direct the program to (1) invest the assets in the common 
trust fund (C.T.F.),7* (2) set up an individual portfolio for the 
account. 

The bank prides itself on the “individual” investment service 
which it offers to its customers. Thus there are clear preferences 
for setting up individual accounts whenever the size of the account 
permits. The following rules (or procedures) guide the decision to 
invest the assets in the common trust fund: 

a) All “legal’’’® trusts are eligible for investment in C.T.F. The 
funds of beneficiaries who have waived legal requirements are not 
so invested. 

6) All legal trusts which have less than $K’® in assets are auto- 
matically placed in the C.T.F. 

c) Legal trusts greater than $K may or may not be placed in 
C.T.F., depending on the goals of the beneficiary. However, as 
noted, no account may participate for more than $100,000. Thus, 
in the range between $K and $100,000 the decision will be deter- 
mined by the goal of the account. If the client has goals consistent 


marital status, number and age of dependents, place of legal residence, income tax 
bracket, and status and age of future beneficiaries, if any. 


17. The common trust fund was established to provide a medium for the collective 
investment of trust funds held by the bank in a fiduciary capacity. Investments are re- 
stricted to those considered legal for investment in Pennsylvania. Under Federal Reserve 
Board regulations, no account may participate for more than $100,000. Under Orphan’s 
Court rulings, not more than 10 per cent of the fund may be invested in securities of 
any one corporation, with the exception of direct and guaranteed obligations of the 
United States government. In addition, the fund may not own more than 5 per cent of 
any one class of stock of any corporation or have the amount invested in common 
stocks exceed one-third of the total investment in the fund. 


18. “ ‘Legal investment’ statutes fall into two general categories: (1) those that 
restrict all or part of the investments to specific investments or specific classes of invest- 
ments, and (2) those that limit investment in non-legal securities to a given percentage 
of the account or fund. The statutory limitations on investment in non-legal securities 
range from 30 per cent to 50 per cent of the market value (in one state, inventory value) 
of the fund” (“Survey of Common Trust Funds, 1958” Federal Reserve Bulletin, May, 
1959, p. 477). Many people, when setting up the trust relation, specifically waive these 
investment restrictions. Thus “legal” refers to situations in which the investment officer 
must comply with these investment restrictions. 


19. To protect the bank’s anonymity, the precise dollar values are not revealed. Na- 


tionally, the average C.T.F. participation is approximately $22,000 (Federal Reserve 
Bulletin, May, 1958, p. 537)- 
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with expected C.T.F. results and does not have assets which permit 
the purchase of five common stocks in round lots, C.T.F. is indi- 
cated, and the process ends.*° 

The investment of assets in the C.T.F. is an all-or-none decision. 
But all legal accounts greater than $100,000”! and all accounts which 
are not of a fiduciary nature have their own portfolios. The mini- 
mum size for these accounts depends on the asset composition. For 
accounts with participation in bonds, as well as common stocks, a 
minimum of $4K is required; if the account participates only in 
common stocks, a minimum of $0.4K is required. Smaller accounts 
are refused or placed in C.T.F. The funds of very small accounts 
are deposited in a savings bank. 

Derive the goal.—For all portfolios not invested in C.T.F., the 
investment officer must formulate a goal. Data previously col- 
lected are transformed into an investment policy that approximates 
his perception of what the client wants. The number of possible 
combinations is very large. But the goal he decides on must lie 
somewhere along a continuum between the extremes of growth and 
income. The bank’s records indicate that accounts are categorized 
into four or five classes: pure growth, growth with some income, 
income with some growth, and income alone.”* 

Determine percentages to be invested in bonds, preferreds and 
commons.—The main function of the program is to select the 
particular common stocks to be held in any given account. 

In legal trusts, the maximum amount that can be invested in 
common stocks is 334 per cent.** In trusts where the legal require- 


20. This problem and many of those which follow clearly lend themselves to “condi- 
tional transfer” operations in computer terminology. 


21. As yet, we have not programed the heuristics underlying the choice of the C.TF , 
portfolio. As noted above, we are concerned here only with explaining the mechanisms 
underlying the decisions on common stocks for individual accounts. 


22. A growth account is roughly defined as one in which the monetary value of the 
assets appreciates at an average rate of 10 per cent per year for a five-year period. In an 
account seeking current dividend and interest income, a minimum yield of 4-4% per cent 
is expected. In a mixed growth and income account, a capital appreciation of 5 per cent 
combined with a dividend of 3-4 per cent is customary. 

The goal of an account is determined from the initial data in the following manner. 
Data on the client: lawyer, high current income, high tax bracket, no pension on retire- 
ment, married with no children, desires security after retirement, earnings to be rein- 
vested. The goal of growth with current income as a secondary goal is indicated for 
the present. Income will be emphasized after the client has retired and is in a lower 
income tax bracket. 


_ 23. This figure is determined by Pennsylvania state law (Act. No. 340 of 1951) and 
is the amount designated by the state as constituting a “prudent investment.” The 
prudent-investment criterion limits banks, in practice, to choosing securities which, if 
preferred stocks, have paid dividends for 16 years and which, if commons, have had 
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ments are waived or do not exist, this decision is left to the invest- 
ment officer. Except under unusual circumstances, such as a state- 
ment that the entire fund be placed in commons, the amount invested 
in commons ranges between 40 and 65 per cent.** 

Select industries appropriate to goal——Despite the large overlap 
between industries, the investment officer associates a set of in- 
dustries with each goal. These are chosen from a previously selected 
“preference list.”*° A one-to-one correspondence between goal and 
industry does not exist. But each goal invokes a search of the pref- 
erence list (memory), which leads to the selection of a particular 
list of industries. The length of the list depends on the size of the 
account, since each industry is represented only once in any given 
account. Thus the association of industries with goals narrows the 
search for appropriate securities to a much shorter list.*® 

Select companies.—Once an industry has been selected, the com- 
pany to be chosen for participation is picked by the following series 
of conditional transfer operations. Companies are examined on the 
following criteria: (i) subject to tax in Pennsylvania, (ii) legal in 
Pennsylvania, (iii) current uncertainty, (iv) growth, (v) yield, 
(vi) expected earnings, (vii) past earnings, (viii) expected divi- 
dends, (ix) expected price-earnings ratio, (x) past price-earnings 
ratio, (xi) amount spent on expansion and/or research and develop- 
ment.”’ The first three criteria are used in an absolute manner to 


positive earnings and have paid dividends in 12 out of 16 years. A list of securities 
meeting these requirements is prepared by the Pennsylvania Bankers Association. 


24. It is abundantly clear from the protocols that the process involved in choosing 
government bonds is similar to the one described for common stocks. Under present 
market conditions, it appears to consist of selecting the highest yield from a table listing 
short-term governments. Hence it is a search procedure using established processes 
within a given memory. 


25. The preference list is the investment officer’s working list of stocks. This list of 
approximately 80 stocks is categorized by industry. The investment officer refers to it 
on every selection that he makes. The preference list is designed to cover various eco- 
nomic situations. Although it is re-examined every three months, few changes are made. 
We take the list as given. 


26. The investment officer’s rule of thumb seeks to spread risk by diversification. But, 
as Markowitz (op. cit., p. 109) has shown, when the returns on securities are correlated, 
this may not be accomplished if the amount which the client deposited is relatively small. 

Further recording of protocols is expected to specify the selection process that associates 
particular industries and particular goals. However, it is clear that this association 
depends on the characteristics of the goal and the general characteristics of the com- 
panies within each industry. Some industries contain companies which vary only slightly 
in their individual characteristics, e.g., banks or utilities. Others, like oils, are more 
heterogeneous, i.e., appear on several lists. 


27. Large current expenditures on plant expansion and/or research and development 
will lower current dividends while raising expectations of future earning power. For 
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reduce the lists further: 

Rule a: If the beneficiary is a resident of Pennsylvania, reject 
all stocks which are subject to personal property tax in Pennsyl- 
vania. 

Rule b: If the trust is a legal trust, reject all stocks which do 
not have legal status in Pennsylvania. 

Rule c: Reject further purchases of stocks in which there are 
“current uncertainties.” The investment officer would not buy du 
Pont stock pending the court’s decision on what they are to do 
with their holdings in General Motors. During the Middle East 
crisis of 1958, international oil companies were labeled “current 
uncertainties.” 

The next two criteria (iv and v) are used in a somewhat similar 
manner. If the goal is growth, all stocks which do not meet mini- 
mum growth criteria are rejected. Similarly, if income is desired, 
low-yielding stocks are rejected. 

The rest of the criteria are used in a relative manner. A rough 
simulation has been achieved by matching the remaining companies 
on these criteria and seeing which has the most points in its favor. 
To do this, the program sets up a three-valued scale for each cri- 
terion (low = 1, medium = 2, high = 3) and makes binary choices 
by subtracting the value of a particular criterion of one company 
from the value of the same criterion for the other company. The 
result of any one comparison will be a positive, negative, or zero 
number. All the remaining criteria are matched in this manner, and 
the resulting scores are added algebraically to yield a unique value 
for the particular comparison. Since one company’s criteria are 
always subtracted from the other’s, a positive sign on the sum- 
mation will denote that the first company is chosen; a negative sign, 
the second company. In the case where the sum is zero, no choice 
has been indicated.”* 


companies heavily dependent on the discovery of new products, e.g., chemicals, drugs, 
and office equipment, the amount spent on research and development is used as an in- 
dicator of the company’s intention to continue developing new and profitable products. 


28. More recent protocols suggest an alternative selection routine, which lists all the 
companies in a preference order on the two basic criteria of growth and income. For the 
goal of growth or income the program would take the first company on the growth or 
income list and check through each of the remaining criteria to see whether it met a 
specified standard or not. If it did, the company would be accepted, and search in that 
industry would terminate. If it did not, the first company would be interchanged with 
the second company on the list, and the test would be repeated. Changes in suitability 
— because the stored data on price, income, earnings, dividends, etc., are kept up to 
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An example will clarify this process. Assume that a portfolio of 
high-yield stocks is required and that the selection process has 
reached the point where it is starting to select stocks on the basis 
of attributes vi through xi. At this point the choice lies between 
Company A and Company B. Since we are considering only attributes 
vi through xi, let their values for Company A be given by the vector 
(3, 3, 1, 3, 3, 2) and for Company B by the vector (2, 3, 1, 3, 2, 2). 
As mentioned above, the selection process consists of subtracting 
the values of the attributes of Company B from the values of the 
similar attributes of Company A. In this case the result of this sub- 
traction yields a vector whose values are given by the following six 
numbers: 1, 0, 0, 0, 1, 0. Since the algebraic sum of these numbers 
is positive, Company A is selected. If more alternatives are avail- 
able, a transfer operation directs the program to match Company 
A against the next alternative. 

Determine the size of participation—The investment officer di- 
vides the accounts into two classes. For accounts with less than $3K 
to invest in commons, his rules are as follows: 

a) Given the amount to be invested and the number of partici- 
pations, determine the average amount which can be invested in 
each company. 

6) Divide this average amount by the current price of the stock 
to obtain the number of shares which can be purchased.”® 

c) Since each purchase may be slightly over or under the average 
dollar amount to be spent, maintain a continuous count of “funds 
remaining” figure and not the average number. 

In accounts with more than $2K to invest in commons, a different 
procedure is used. Once the amount to be invested and the number 
of participations are determined as above, the minimum round lot 
is purchased for each company that is selected. Again a “funds 
remaining” account is kept to determine the size of the last 
participation. 


V. CoNcCLUSIONS 


In recent years new techniques for the study of human problem- 
solving have been developed. Of these, the simulation of individual 


29. If this number of shares is 90 or greater, 100 shares (a round lot) are purchased; 
if less than 90, but greater than 10, the number is reduced to its nearest multiple of 5, 
and that number of shares is purchased; if less than 10 but greater than 5, 10 shares are 
purchased; if less than 5, 5 shares are purchased. Note, however, that, in general, this 
process will not lead to selection of a portfolio which is “Markowitz-efficient.” 
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behavior is most apposite to the study of problems of choice under 
uncertainty. Application of this technique has been facilitated by 
the use of digital computers capable of storing and processing large 
blocks of information. 

This paper proposes the use of simulation as a basis for studying 
portfolio selection. Clearly, the choice of securities by individuals or 
their agents is an application of the theory of decision-making under 
uncertainty. We contend that focusing on the decision-making 
process per se is a more appropriate technique for dealing with this 
problem than those which, though mathematically more elegant, 
either (1) lead to non-testable implications or (2) rest on proba- 
bilistic assumptions. 

Building computer programs focuses attention on areas of least 
knowledge. Moreover, since computer statements must be opera- 
tional, hypotheses advanced must clearly specify assumptions about 
the mechanisms at work. 

Using information recorded from “protocols,” we programed por- 
tions of the decision rules employed by a trust investment officer. 
The program was tested by two simulations, and, although such 
small samples are never conclusive, we believe that the results 
strongly indicate the potential power of the theory as a predictor. 
(A crude test for “goodness of fit” is shown in the appendix.) 

Future work will be directed at discovering the rules that are used 
in the formation of goals, in the association of industries with goals, 
and on parts of the present program that are not yet fully defined. 
As programs are added, we expect to generate more of the recorded 
behavior. We suggest that in this way a descriptive theory of port- 
folio selection can be developed to serve either (1) as a predictor 
of invester behavior or (2) as the basis for a theory of optimal 
portfolio selection. 


APPENDIX 
RESULTS OF SIMULATION OF ABC Account, 7/7/58 


Description of Account: 

1. Agency account 

2. Revocable 

3. Goal of account: high growth with little or no concern for income; fluctuations 
in principal not a problem 

4. Investment restrictions: not a legal trust, hence not restricted to legal list; 
donor stated that all assets were to be invested in common stocks 

5. Amount available for investment in common stocks: assumed to be given 
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The program selected the following The portfolio selected by the invest- 


portfolio for the ABC Account: ment officer on 7/7/58 was: 
85 shs. Monsanto Chem. comm. 80 shs. Monsanto Chem. comm. 
10 shs. 1.B.M. comm. 10 shs. I.B.M. comm. 


50 shs. Continental Oil comm. 
45 shs. Owens Corning comm. 


45 shs. Continental Oil comm. 
50 shs. Owens Corning comm. 


The funds-remaining figure was too small to generate new activity. 


RESULTS OF SIMULATION OF XYZ Account, 3/28/58 
Description of Account: 
1. Agency account 
2. Revocable 
3. Goal of account: high income and stability of income 
4. Investment restrictions: not a legal trust, hence not restricted to legals 
5. Amount available for investment in common stocks: assumed to be given 


The program selected the following The portfolio selected by the invest- 


portfolio for the XYZ Account: ment officer on 3/28/58 was: 
100 shs. Philadelphia Elec. comm. 100 shs. Philadelphia Elec. comm. 
100 shs. Equitable Gas comm. 100 shs. Equitable Gas comm. 
60 shs. Socony Mobil Oil comm. 50 shs. Socony Mobil Oil comm. 
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SOME OBSERVATIONS ON THE RADCLIFFE REPORT 


JouHn H. KaREKEN 
University of Minnesota 


I. INTRODUCTION 


EcONOMISTS SELDOM meet together, even for merriment and diver- 
sion, but the conversation ends in a quarrel about monetary policy. 
This is one topic which seemingly never fails. Are classical monetary 
measures really effective? And, if so, how much should a government 
rely on them? Exclusively, or only a little? No one knows, and 
everyone knows. These questions, if asked in Chicago, will elicit one 
response. If asked in Cambridge (Massachusetts), they will elicit 
a different response—though precisely which different response de- 
pends on where along the Charles River the questions are asked. 
Nor does it appear likely that Cambridge and Chicago, like East and 
West, will ever meet. Too much is (or is imagined to be) at stake. 

Most of the time, of course, the body politic goes along unmindful 
of this state of affairs. What could matter less? Occasionally, how- 
ever, when things seem to be going badly, criticism of existing insti- 
tutions mounts, and impatience with economists’ wranglings and in- 
conclusive researches grows. A consensus is thus demanded. A new 
course has to be charted, which means that a committee has to be 
appointed. 

Apparently, then, such a mood is now upon the land, for not long 
ago the Commission on Money and Credit—sponsored directly by 
the Committee for Economic Development and indirectly by the 
Ford Foundation—was established to carry out an agonizing reap- 
praisal. And it must be that the British are not all that different from 
the Americans. More than a year before the CMC was set up—in 
April, 1957, to be exact—the British government arranged for its 
own inquiry “into the working of the monetary and credit system.” 
A committee of nine—composed of one lawyer, Lord Radcliffe 
(chairman), two bankers, two trade unionists, two industrialists, 
and two economists, Professors Sayers and Cairncross—was ap- 
pointed to conduct the inquiry. 

The Radcliffe Committee, as it has come to be known, first invited 
the Treasury, the Bank of England and other departments of the 
government, “some 30 associations representing the main sectors of 
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financial, industrial and commercial activity,” a few foreign central 
bankers, and a host of academic economists to submit memoranda 
on topics specified (though only in a general way apparently) by it. 
It also issued an open invitation to all interested parties to submit 
their views. With these memoranda in hand, the committee sought 
clarification and additional information by direct (oral) examina- ! 
tion. Thus the published results of the committee’s labors are in 
three parts; besides the Report, known officially as the Report of 
the Committee on the Working of the Monetary System,’ there are 
the Principal Memoranda of Evidence, in three volumes, and the 
Minutes of Evidence, in one volume. The Report itself runs to 360 


pages, and the four volumes of evidence—one fat one and three ’ 


moderately slim ones—run to almost 1,800 legal-size pages. 

Only the individual reader can decide which of the volumes of 
evidence is of greatest interest and value. Certainly, though, Volume 
I of the Principal Memoranda of Evidence will appear high on 
everyone’s list, for it contains lengthy memoranda from the Bank of 


England and the Treasury. It also contains memoranda from several | 


foreign central bankers, including Dr. Winfield Riefler of our Fed- 
eral Reserve System, a number of government departments, and the 
Central Statistical Office; the latter is of special interest, since it de- 
scribes the monetary and financial statistics available in Britain and 
presents some new, or heretofore unpublished, data. Still, the Bank 
and Treasury memoranda are the real prizes of Volume I. It makes 


little difference that much of the institutional detail contained in | 
these memoranda and some official explanations of policies, particu- — 


larly those advanced by the Bank, are brilliantly summarized in the 
Report ; to read, firsthand, official accounts of policies and events is 
both enjoyable and instructive. 

Volume III of the Principal Memoranda of Evidence is also likely 
to have considerable appeal, especially for those trained in eco- 
nomics. Besides a moderately long memorandum submitted by the 


National Institute of Economic and Social Research which deals 


with the state of financial and monetary statistics in Britain, it has 
in it 41 statements by individuals, mostly academic economists, 
which, taken together, deal with almost everything. The roster of 
academics who supplied the committee with memoranda is nothing 
if not imposing; the only obvious omission is Professor Dennis 
Robertson. And the memoranda supplied by the academics are, with 


1. Cmnd. 827 (London: H. M. Stationery Office, 1959). 
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few exceptions, of high quality—higher, it would seem, than the 
quality of those we customarily get from American academics when 
they appear before congressional committees. 

Volume II of the Principal Memoranda of Evidence—which con- 
tains the memoranda submitted by banking and other financial insti- 
tutions and associations, by commercial, industrial, and agricultural 
associations, by local authorities and public corporations, and by a 
few directors of large private corporations—is likely to command 
the attention of only the real students of monetary matters. It is ex- 
tremely rich in institutional detail, but the committee’s summary of 
this information, which surely will become the classic exposition of 
British financial institutions and arrangements, will probably be 
adequate for most American readers. 

The Minutes of Evidence, since it runs to roughly 1,000 pages, is 
impossible to describe. What can be said, however, and with com- 
plete assurance, is that everyone will find something of interest in it. 
Not that its purchase can be recommended, except to the rich expert, 
for it costs about $20. Actually, the Principal Memoranda of Evi- 
dence is a better buy; all three volumes can be got for only $18. 

But it does speak well for the four volumes of evidence published 
by the Radcliffe Committee that their combined cost, about $38, is 
not the most impressive thing about them. Of course, it will be many 
years before they will have been fully mined. 

Undoubtedly, very few individuals will find the time required for 
anything but the most cursory examination of the Radcliffe evi- 
dence. Fortunate it is, then, that the committee chose to make its 
Report reasonably self-contained. As noted previously, readers will 
find in it a classic account of the institutional structure of the private 
portion of the British financial sector (chap. iv); similarly, there 
are masterful accounts of international financial arrangements 
(chap. viii), of the ways of public finance in Britain (chap. iii), and 


_ of what the Bank of England does and how it does it (chaps. v, vii, 


and ix). If these accounts and the committee’s analysis of recent 
monetary policies (chaps. i and vi) do not convince everyone of the 
tightness of the Radcliffe opinions and recommendations, at least 
they will make the latter seem reasonable and unsurprising. 

The Radcliffe opinions and recommendations, it should be said, 
are scattered throughout the Report. This is both good and bad. A 
summary would have been convenient, but, whatever readers in a hur- 
ty may think, summaries have their limitations; for one thing, they 
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are too easily misread. As the committee indicates (978),” a recom. 
mendation (or an opinion) set off by itself is not the same thing asa 
recommendation which appears in its natural habitat, that is, along. 
side the problems which make it appear necessary. American read. 
ers, however, will be able without difficulty to find in the Report 
what will surely interest them most. They need only turn to chapters | 
vi and vii for the Radcliffe views about how monetary policy should 
be conducted and to Chapter ix for the committee views about what 
the relationship between the Bank of England and the government 
should be. These are the views which have caused all the controver- 
sy and which will be the major concern of this review. 


II. DowN THE MIDDLE OF THE ROAD 


It was not to have been expected, I think, that nine men of dis- 
parate occupations and (no doubt) persuasions would turn 1,800. 
pages of evidence into a unanimous report. Yet in the whole Report 
there is not so much as a single dissenting footnote. This unanimity, 
though, while remarkable, is also suspect. Its achievement must have 
cost something—how much is anybody’s guess. Some, like Mr. Kal- | 
dor, a dissenting committeeman of great repute, would say that the | 
cost was prohibitive; the quest for unanimity, he claims, cost the 
committee the clarity of exposition so essential to a successful gov- 
ernmental document.’ Perhaps he is right. Certainly, the Report is 
fuzzy and ambiguous in just the wrong places. And it is hard to 
imagine that the immensely talented Professors Sayers and Cairn- 
cross, had they not been constrained by a desire for unanimity (and, 
of course, by time as well), could not have done a better expositional 
job. 

It may be that a desire for unanimity also explains why the Rad- | 
cliffe Report resembles the country store of a bygone day. But what- | 
ever the cause, there is something in the Report for everyone, or al- 
most everyone; only those with the most extreme economic and 
political persuasions will fail to find solace somewhere in it. And yet _ 
it is the middle-of-the-road economist who, when reading the Report, | 
will be able to smile most often, for in the main the committee has | 


2. Here and throughout references to the Report are given by paragraph numbers in ! 
parentheses. 


3. In his review, “The Radcliffe Report” (Review of Economics and Statistics, Feb- 
ruary, 1960), Kaldor wrote (p. 15): “From the point of view of the usefulness of the © 
Committee’s work for future policy, it would undoubtedly have been better to abandon | 


| 


the search for unanimity and set forth the divergent views, where divergences existed, in 
a clear and systematic manner.” 
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chosen the middle of the road. It has turned out an essentially con- 
servative document. Its views are conserving, I believe, of present- 
day British institutions and of the majority view in present-day 
economics as well. 

Seemingly, the phrase “middle of the road” best describes the 
Radcliffe view of postwar British financial institutions. The commit- 
tee clearly feels that present institutions are quite satisfactory, not 
at all in need of fundamental revision. In its opinion, these institu- 
tions have been “quick to develop in response to changing needs; 
indeed, some of the most intractable problems of monetary control 
spring from this adaptability of institutions” (866). A stronger in- 
dorsement of the effectiveness of present institutions and, more gen- 
erally, of free enterprise hardly appears possible. 

The committee’s desire to keep, or to conserve, what is worthwhile 
in present financial arrangements shows itself in the following 
(representative) passage about the discount market: 

It is no service to claim that the discount market is indispensable to the 
functioning of the monetary system; but the fact remains that the discount 
market . . . does simplify the functioning of banks. . . . It would not be beyond 
human ingenuity to replace the work of the discount houses; but they are there, 
they are doing the work effectively, and they are doing it at trifling cost in terms 
of labour and other real resources [180]. 


To be sure, there are in the Report some recommendations for insti- 
tutional change. For the most part, however, these recommendations 
are modest; no sharp break with the present is proposed. For exam- 
ple, the committee’s recommendation for dealing with the problem 
of financing for small business is prefaced by the following remarks: 
We do not propose that there should be a proliferation of institutions, 
whether financed by public or private money, to provide finance for small busi- 
ness. On the contrary, we believe that, with certain modifications . . . existing 
institutions can look after the ordinary requirements of small businesses for 
capital [940]. 
But commercial banks, as the committee notes, can do more term 
lending; term loans, unlike overdrafts, are not really callable and so 
serve better as substitutes for debt and equity issues (942). Then, 
too, the Industrial and Commercial Finance Corporation, which was 
set up in 1946 by a group of commercial banks to help finance small 
and new businesses, should be allowed to raise funds for lending in 
the open market and to make loans in excess of the limit fixed when 
the ICFC was established. Finally, the ICFC should, in the commit- 
tees’ opinion, take a kindlier view of “risky” loans (945-46). 
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If these are not sweeping proposals, neither is the one the com- 
mittee puts forward for dealing with the problem of adequate 
finance for small, private companies wanting to exploit “new inven- 
tions and innovations of technique”—namely, that an Industrial 
Guarantee Corporation be set up with government backing to 
“guarantee, for a commission, an agreed proportion of loans made 


by existing financial institutions to borrowers wishing to finance 


novel processes [of production] or the manufacture of new types of 
product” (949). And the committee’s suggestions for improving ex- 
port credit insurance facilities are, if anything, even more modest 
than the proposal for an Industrial Guarantee Corporation (884- 
98). Only in its concern for the establishment of a “simple mecha- 
nism for transferring payments,” but one which involves none of 
“the ancillary services provided by banks,” does the committee 
show an inclination toward obvious governmental intrusion. Even 
here, however, the recommendation is merely that “the possibility of 
instituting a ‘giro’ system by the Post Office” be studied; and the 
suggested giro system, currently in operation in Japan and on the 
Continent, is hardly likely to do the commercial banks out of their 
livelihood (963). 

There are other recommendations concerning private financial in- 
stitutions which could be cited, but citing them would, I think, do 
nothing but strengthen the image of the Report as a middle-of-the 


road document. Like the recommendations mentioned above, they | 


are much closer in spirit to recommendations seeking, say, an exten- 
sion of already existing programs than to recommendations seeking 
the establishment of new programs. | 

But is not the middle-of-the-road image of the Report shattered 
by the controversial recommendations contained in chapter ix, “The 
Organization and Status of the Bank of England”? The answer, it 
would seem, is “No.” For instance, the committee responded to the 
Chancellor of the Exchequer’s request that it consider the problem 
of part-time bank directors, which was made after the publication of 
the Parker Tribunal Report,‘ by affirming the wisdom of the status 


quo. Part-time directors, besides serving on the governing body of _ 


4. Officially the Report of the Parker Tribunal is known as the Report of the Tribunal 
Appointed To Inquire into Allegations of Improper Disclosure of Information Relating 
to the Raising of the Bank Rate (Cmnd. 350 [London: H. M. Stationery Office, 1958]). 
Until the Radcliffe Report appeared, the Parker Report contained the most complete and 
revealing picture of Bank operations; of course it still makes interesting reading. For dis- 
cussions of the Parker Report, see the Banker, March, 1958, and the Manchester School, 
January, 1959. 


j th 
or 
pr 
Tl 
ce 
of 
ce 
| fo 
mi 
kn 
to 
th 
x tic 
| 
de 
an 
an 
8 
tir 
Bi 
| 
be 
nc 
ia 
th 
of 
pl 
ti 
th 
| 
dit 
ch 


Some Observations on the Radcliffe Report 487 


the Bank, known as “the Court,”® may also work as private bankers 
or in other private capacities. Thus they may be in a position to 
profit, either directly or indirectly, from confidential information. 
This was the concern when in the fall of 1957 it was discovered that 
certain financial houses having Bank contacts sold large quantities 
of securities just before the bank rate was increased from 5 to 7 per 
cent. The Radcliffe Committee does not share this concern, however, 
for it regards part-time directors as consultants, not decision- 
makers; and there is no reason, after all, why consultants should 
know ahead of time the actual content of decisions. Part-time direc- 
tors, the committee feels, make excellent advisers, mostly because 
they have a working grasp of current financial and business condi- 
tions, and so should be retained. But it is the governor, not the part- 
time director or any other member of the Court, except perhaps the 
deputy governor, who has the responsibility for making decisions 
and acting on behalf of the Bank. This is how it always has been 
and how, according to the committee, it should continue to be (784— 
85). 

Of course, it is not the Radcliffe view of the proper role for part- 
time directors, but its view of the proper relationship between the 
Bank and the government, that has occasioned alarm, particularly 
among financial writers and central bankers. Yet, that there should 
be alarm is somewhat surprising, for Lord Radcliffe and his asso- 
ciates go to great lengths in their Report to make plain that they are 
not proposing a drastic change in the present, largely de facto, rela- 
tionship. 

The basic assumption from which the committee proceeds—that 
“the policies to be pursued by the central bank must be from first to 
last in harmony with those avowed and defended by Ministers of 
the Crown responsible to Parliament” (767)—derives from the law 
of the land and is, as the committee notes, quite in accord with the 
“views as to the Bank’s proper constitutional position which were 
put before [it] by the Treasury and the Bank” (768). It is only a 
tiny step, then, from this assumption to the recommendation that 
changes in the bank rate be made in the name of the Chancellor of 
the Exchequer rather than, as at present, in the name of the gover- 

5. By the Bank of England Act (1946), the Court is now composed of a governor and 
deputy governor, both full-time, four full-time executive directors, and twelve part-time 
directors. As of August, 1959, three of the latter were merchant bankers, one was deputy 


chairman of a small clearing bank, and one (Federal Reserve please take note) was a 
trade-union official; the others were in industry, commerce, and shipping. 
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nor of the Bank. Since “the true responsibility for decision lies today 
with the Chancellor of the Exchequer, not the Bank . . . it would be 
better,” argues the committee, “that this should be made explicit by 
the announcement being made in the name of the Chancellor and on 
his authority” (771). 

This first recommendation is thus intended merely to make ex- 
plicit what was formerly implicit. As the committee says: 

The normal expectation would be that proposals about Bank Rate would 
originate, as now, with the Bank itself; and in any event consultation with the 
Governor would be a matter of course on any question of action to shift in- 
terest rates the level and structure of which must remain the special concern 
of the central bank. Similarly, the public announcement of any direction issued 
should make it plain to the public that the Chancellor’s decision had been ar- 
rived at after full consultation with the Governor on behalf of the Bank [772]. 


Nor is the second Radcliffe recommendation concerning Bank-gov- 
ernment relations—that there be established a standing committee 
which would “keep under review and advise the authorities on all 


matters relating to the co-ordination of monetary policy as a whole” | 
—of revolutionary proportions.® This committee would be delibera- — 


tive and advisory in character and would be composed of four Bank 
officials, including, of course, the governor and deputy governor, the 
Chancellor of the Exchequer, the economic secretary of the Treas- 
ury and two other Treasury officials, and two officials from the 
Board of Trade. Essentially, then, this proposal is like that ad- 
vanced in this country by Professor Arthur Burns, former chairman 
of the President’s Council, and others.” 


It obviously would be foolish to deny that the committee, in — 


stressing the modest intent of the above proposals, may be protesting 
just a bit too much or overly indulging the British fondness for un- 


derstatement. Recognized or not, the implications of its recommen- | 


dations may be quite profound.* When the Report became the sub- 


6. “We do not anticipate that the existence of such a Standing Committee would inter- — 
fere with the frequent personal exchange between the Chancellor and his Permanent Sec- | 


retary on the one hand and the Governors on the other or between other officials of the 
two bodies at all levels. Nor do we wish it; such contacts are valuable and necessary” 


(774). “In form an arrangement of this sort suggests some diminution of the Bank’s in- © 


fluence in policy making. In substance we think that there would be little change” (775). 


7. See Arthur Burns, Prosperity without Inflation (New York: Fordham University 
Press, 1957), chap. 4. 


8. At least one member of the Radcliffe group, Sir Oliver Franks, recognized how 
awkward the bank-rate proposal might sound to foreign ears. Speaking before a group of 
Federal Reserve officials and their guests in Washington, he spent 30 of his 45 minutes 
explaining (with some embarrassment) why the bank-rate recommendation had no 
applicability outside Britain. But, of course, institutional particulars aside, it obviously 
does. 
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ject of debate in the House of Commons, however, the Chancellor of 
the Exchequer, Mr. Amory, gave no hint of having been outraged 
by them; he even supported the general objective of the proposal 
for a standing committee, although, as with the bank-rate proposal, 
he refused to follow the Radcliffe lead.® At the other end of the polit- 
ical spectrum from Mr. Amory there is Mr. Balogh, who, in his re- 
view of the Radcliffe Report, made clear his feeling that the bank- 
rate and standing-committee recommendations appear radical only 
by contrast with the generally conservative outlook of the commit- 
tee.” Perhaps, then, the editors of the Economist and of strictly 
financial papers, both here and in England, reacted with such a 
clamor to them not because they had been struck through with the 
sword of radicalism but because the Radcliffe Committee chose to 
move, if ever so slightly, away from complete central bank inde- 
pendence. Even a slight move, if in the wrong direction, can appear 
to be of great significance. 

The bank-rate and standing-committee recommendations seem 
less radical, in both tone and intent, than others advanced by the 
committee. For example, they are paled by the request for more and 
better monetary statistics which was favorably received by all, Mr. 
Amory not excepted.’ Indeed, if many of the numbers produced by 
the committee are novelties—and apparently they are—then the 
numerous proposals for data recorded in chapter x (“Statistics”) of 
the Report are hardly less than revolutionary. And the present atti- 
tude of the Bank is such that the same can be said of the commit- 
tee recommendations for the publication of statistics on official 
open-market operations (582) and for an expanded and more ener- 
getic Economic Intelligence Department in the Bank (776-77, 
865). Moreover, what of the plea, registered in several places in the 
Report, for more explanations from the Bank about what it is up to 
and how it goes about its business? If this plea is accepted, the gov- 
ernors of the future will contrast oddly with those shadowy, secre- 
tive gentlemen of the past. 

Reflecting on these proposals, however, one is struck not by their 


9. Countering the Radcliffe proposal for a standing committe, Mr. Amory proposed 
that the Bank be permanently represented on those committees with which it previously 
had only been informally represented; seemingly, such an arrangement would increase 
Bank influence. Mr. Amory appeared to move partway toward the Radcliffe position on 
bank-rate announcements when he argued that, though made by the Bank, they should 
contain mention of the chancellor’s approval; in the main, though, Mr. Amory’s counter- 
Proposal on the bank-rate issue appears to have been intended to settle the part-time 
directors problem (Hansard, November 26, 1959, cols. 579-83). 

10. The Banker, October, 1959, p. 603. 


11. Hansard, November 26, 1959, cols. 588-89. 
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sweeping character but the anachronistic features of the Bank which 
they highlight. It seems that mother central bank can take a lesson 
from her American offspring. 


III. FINANCING THE PuBLIC SECTOR 


The Radcliffe Committee, in considering the technical aspects of 
public financing (chap. vii, “Management of the National Debt”), 
shows itself as willing for the most part to continue with present 
techniques. It wants a change in the way in which local authorities 
are financed, but that is all. 

Treasury securities, the committee feels, should continue to be 
marketed in the manner of the past; that is, the Bank of England 
should continue to take up all unsold securities for subsequent sale 
(579). The committee does object to the practice of announcing 
every Treasury offering as having been fully subscribed; to do this, 
it is argued, is to lose “dignity” while fooling no one (580). But this 
is not too important. What is important is that Bank underwriting 
makes long-term government financing an aspect of open-market 
operations and so allows it to be closely integrated with general 
monetary policy (580). It is for this reason that the committee ap- 
proves of the present practice. Nor can this approval be easily chal- 
lenged; the argument that central bank underwriting will inevitably 
lead to abuses—an argument which the committee does not even 
mention—has little force. 

The committee is not enthusiastic about the way in which the 
Bank manages the Treasury bill market. For some time now, it 
seems, the Bank has tried to keep fluctuations in the bill rate within 
narrow bounds, though, of course, around a changing average rate, 
because it has felt that wider fluctuations “would be damaging to the 
bond markets and so to the Government’s funding policy” (585). 
This view the committee rejects as unfounded. Yet, interestingly 
enough, it is unwilling to press for a modification of this official 
policy. And it is similarly unwilling to “deliberately disrupt” the 
discount houses’ agreement to bid as a syndicate, even though this 
agreement makes it possible for the discount houses to pretty much 
exclude “outside” bill tenders (590). Why this unwillingness? Be- 
cause the present system works well enough (589). 

On the financing of the nationalized industries, which is a big task 
in Britain, Lord Radcliffe and the other committee members again 
come down on the side of the policy of the moment. Rather than 
have these industries raise funds by, say, issuing non-voting equities, 
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as was suggested to it (593), the committee would have them “con- 
tinue to look to the Treasury to cover all their permanent require- 
ments”—at least until a more satisfactory alternative is uncovered 
(591-94). 

But the committee is opposed to the current practice of having 
the local authorities borrow in the open market. It would also have 
the local authorities look to the Treasury, or what is the same thing, 
to the Public Works Loan Board, instead of borrowing on their own 
as they have been doing since 1955 (596). Nor does the committee 
want the same treatment for local authorities as for nationalized in- 
dustries merely because it appreciates consistency. It gives several 
other reasons, the most telling of which is that centralized borrowing 
reduces the cost (in terms of real resources) of financing (596). 
Then, too, the committee does not like having the Bank of England 
stand between social legislation and the financing required for its 
implementation. Presently, local authorities must have the permis- 
sion of the Bank of England to enter the long-term market; and, as 
the committee notes, permission has been only grudgingly given at 
times, with the result that some local authorities have been kept 
waiting in line “not merely for months but for years” (598). 

The committee wants no part, apparently, of index (purchasing- 
power) bonds. If index bonds are introduced by the Treasury, it is 
argued, other borrowers will follow suit, and an acceleration of infla- 
tion will result (573). At best, however, this widely held view is 
overly simple. Why borrowing by means of index bonds cannot be 
confined to the government, perhaps by law, is far from obvious. 
And it is by no means clear that the presence of these bonds will 
“fnevitably accelerate . . . inflation.” Of course, any escalation, 
whether in wage agreements or in credit agreements, increases the 
risk that moderate inflation, once under way, will cumulate into 
more serious inflation. But is not the government (that is, the pub- 
lic generally) compensated for this increased risk? It is, at least if 
the magnitude of transfer payments matters at all. 

Thus a reasonable government, if confident of its ability to deal 
with inflationary pressures, should look upon the issuing of index 
bonds as a way of getting something for nothing, as a way of ex- 
ploiting fears of inflation to gain an income-distribution advantage. 
A government which issues index bonds may therefore be expressing 
an inner confidence rather than, as the committee would say, con- 
fessing failure. 

The real danger of index bonds is that their presence will lead 
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the government to be more inflation-conscious than it otherwise 
would be. But against this disadvantage must be set the enhanced 
ability of the government, by manipulating the asking price on its 
index bonds, to check spending and so inflationary pressures. Per- 
haps the committee should have investigated more seriously the 
possibility that the rate of saving, even if independent of money 
interest rates, is sensitive to real interest rates (to the prices of 
index bonds). 


IV. Monetary PoLicy AND THE DomEsTIC SCENE 


In the Radcliffe view of things, the penultimate goals of monetary 
policy—indeed, of economic policy generally—are several: continu- 
ing high-level (full) employment; reasonable stability of the do- 
mestic price level; steady improvement in standards of living, both 
at home and abroad; and strengthening of London’s international 
reserves (69). The goals of economic policy being several, however, 
there is the possibility that they will turn out to be inconsistent. To 
choke off investment in the interest of price-level stability may be 
to dampen the rate of economic growth. And what of the possible 
conflict between, on the one hand, full employment and, on the 
other, price-level stability and a strong balance-of-payments posi- 
tion (64, 70)? Of necessity, therefore, the government must decide 
whether in particular circumstances the goals of economic policy 
are in fact inconsistent; and, having decided this, it must (when 
required) decide which of the inconsistent goals are to be favored 
relatively. 

But the government cannot, according to the committee, take for 
granted that the inconsistencies, the conflicts of desire, which it 
finds are not, in a manner of speaking, of its own making—the re- 
sult of its having ruled out beforehand the use of certain types of 
economic policies (66). Presumably, the element of conflict inherent 
in any situation can be reduced by the judicious choice of policies 
to be used.’* The committee’s position, then, is that no government 
can be sufficiently sure, even in its own (collective) mind, that it is 
following the wisest course until it has determined the consequence 
of all, or all the obvious, alternatives. In brief, there is no room in 
policy-making for prejudice. 


12. When, for example, it is assumed that only classical monetary measures are to be 
be used, full employment and price-level stability, however defined, may appear grossly 
inconsistent ; they may appear much less inconsistent when it is assumed that monetary, 
fiscal, and direct measures are to be used if needed. 
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Too bad it is, though, that the committee, having made its point, 
did not go on to analyze in detail how the effectiveness of monetary 
policy varies accordingly as the aim is to promote economic recovery 
or to prevent inflation. And how does the effectiveness of monetary 
policy vary according to the nature of the inflationary threat facing 
the authorities? Surely a case strong enough to warrant consider- 
ation can be made for the idea that the effectiveness of monetary 
policy—as measured, say, by the amount of unemployment pro- 
duced in the quest for price stability—depends in a significant way 
on whether excess demand for goods and services is widespread or 
confined to one or a few sectors of the economy. That Lord Rad- 
cliffe and his colleagues contented themselves with a few cursory 
remarks about fiscal policy and direct (or selective) controls is 
easily understood; the committee, after all, was set up “to inquire 
into the working of the monetary and credit system.” But that the 
Radcliffe group did not feel compelled to investigate in a system- 
atic way how the effectiveness of monetary measures varies accord- 
ing to the nature of the problem being faced is not at all understand- 
able. The Chancellor’s request of the committee would seem to 
demand, rather than preclude, such an investigation. 

Although there is this glaring gap in the Report, it nevertheless 
contains a great deal about the ways in which, and the extent to 
which, monetary policy is effective. The committee’s view is that 
the purpose of monetary policy is the control of aggregate money 
demand (382). It is effective, then, to the extent that it can produce 
changes in aggregate demand. Not that monetary policy affects all 
economic units alike. It certainly does not, as the committee well 
recognizes: “monetary measures operate on total demand by means 
that disturb some institutions and some people more than others” 
(383). Perhaps monetary policy would be better off without its se- 
lective or, as they are called in the Report, directional effects; but 
these effects, it is held, are only “incidental” to the effect on total 
demand (383). (No doubt what the committee means is that direc- 
tional effects are not consciously exploited.) 

There are two (theoretically possible) ways, according to the 
committee, in which the monetary authorities can influence spending: 

First, by bringing about a change in interest rates, the monetary authorities 
can induce a change in the incentive to purchase capital goods . . . and so cause 
a change in actual spending. . . . Secondly, the monetary authorities can bring 


about a change in the liquidity condition of financial institutions and of business 
firms and people generally, so that those wanting money to spend (whether for 
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capital development or other purposes) find it more (or less) difficult to get 
than it was before. We may call the first effect the interest incentive effect, and 
the second the general liquidity effect. The contrast however is incomplete, for 

. - movements in the rate of interest have a central part to play in bringing 
about changes in liquidity [385].1* 


Lord Radcliffe and his associates are reluctant, though, to believe 
that the demand for investment goods is much influenced in a direct 
way by variations in interest rates (397).’* To be sure, one can 
find isolated instances of such influence, but not that many (452- 
53). No, the hope of the monetary authorities lies in their ability 
to regulate the “liquidity position” of the economy.” 


In theory, monetary action may work upon total demand by changing the 
interest incentive; we believe that only very limited reliance can be placed on 
this. More certainly, monetary action works on total demand by altering the 
liquidity position of financial institutions and of firms and people desiring to 
spend on real resources [397]. 


Why “liquidity position,” and not simply the “money supply”? 
Total demand, in the opinion of the committee, depends not on the 
money supply (as conventionally understood) but on a much 
broader total which includes all financial assets that can be quickly 
liquidated with little or no loss. “It is the whole liquidity position 
that is relevant to spending decisions. . . .” (389). Thus: 


13. The rate of saving, please note, is not even mentioned here. Subsequently it is 
(450), but apparently only because the committee wanted to make explicit its lack of 
faith in the assumption that the rate of saving will, in the short run, respond in any 
significant way to changes in interest rates. 


14. Some of the committee witnesses, in particular, Professor Hicks and Sir Roy 
Harrod, argued that interest-rate changes, to be effective, must be sufficiently great to 
amount to a “change of gear.” Allegedly, individuals somehow form notions about what 
the “normal” range of interest rates is, and, so long as market rates fluctuate within this 
range, they are not much influenced by them; only when rates go through the upper or 
the lower limit of this range, do individuals react to the chance (442-47). Normalcy, so 
far as both Professor Hicks and Sir Roy are concerned, means a 3 per cent gilt-edged 
rate and a 5 per cent bank advance rate. Hence “. . . anything appreciably lower or higher 
[is] labelled ‘low’ or ‘high,’ ” and responded to accordingly (444, 567-70). But then the 
equally eminent Sir Dennis Robertson regards such talk as “mystical murmurings” (“A 
Squeak from Aunt Sally,” The Banker, December, 1959, p. 722), and in this he undoubt- 
edly has many supporters. Even the Radcliffe Committee, though it expresses no opinion 
on the validity of the “change-of-gear” idea, doubts that the Hicks-Harrod normalcy is 
really today’s normalcy (570). The general point at issue is, however, an old, old bone 
of contention; it was argued when the General Theory appeared, and probably before 
that. Nor is it likely to be resolved—assuming, that is, that there really is a substantive 
issue to be resolved—until our knowledge about how expectations are formed is much 
more profound than it is at this moment. 


15. As some of the committee’s critics have so gleefully noted, “liquidity position” is 
nowhere precisely defined in the Report. But surely this is a quibble, for the committee 
does make it clear that it means to have included in the liquidity total more than just 
currency and checking deposits (that is, money); it means to have included. as well, 
savings deposits, Treasury bills, short-dated bonds, etc. 
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The authorities . . . have to regard the structure of interest rates rather than 
the supply of money as the center-piece of the monetary mechanism. This does 
not mean that the supply of money is unimportant, but that its control is inci- 
dental to interest rate policy [397]. 


There is but one remaining link to be forged, and the commit- 
tee’s view on the working of monetary policy, whether right or 
wrong, will have been fully presented. Still wanting is a statement 
of how changes in interest rates influence the liquidity position of 
the economy, and so total spending. Actually, there is not a great 
deal in the Report bearing directly on this matter, surprising though 
this may be, but what there is suggests that the committee has in 
mind some sort of “capital value” effect: 

Provided that it is not confined to the short end of the market, a movement 
of interest rates implies significant changes in the capital values of many assets 
held by financial institutions. A rise in rates makes some less willing to lend 
because capital values have fallen, and others because their own interest rate 
structure is sticky. A fall in rates, on the other hand, strengthens balance sheets 
and encourages lenders to seek new business . . . [this implies] that movements 


in interest rates have an effect apart from any influence they have on the in- 
centive to hold capital goods [393]. 


This quest for an interest-rate effect that is independent of the 
sensitivity of saving and investment to changes in rates is, of course, 
readily understood; the committee, as has already been noted, is 
quite convinced, and perhaps rightly, that savers and investors are 
not very sensitive to movements of interest rates. But whether the 
committee has found such an effect is another story. Its argument 
is that increases in interest rates, amounting as they do to decreases 
in capital values of fixed-income securities, make lenders less will- 
ing to use (sell) previously acquired securities to activate other 
people’s idle balances. Put another way, the mechanism by which 
income velocity is increased is thereby destroyed. It certainly would 
seem, though, that with flexible interest rates the willingness of 
lenders to sell off past investments must depend in some measure 
on the willingness of would-be borrowers to pay higher loan rates— 
which, by the committee’s own assumption, is great. 

The ultimate importance of “sticky” institutional lending rates 
and of the presence of persistent non-price rationing, thus seems 
apparent. But the very importance of these phenomena underscores 
the failure of the committee to provide a rationale, rooted in the 
self-interest of institutional lenders, for their existence. It does little 
good to rely on frictions which make some rates adjust more slowly 
than others. Nor can one simply point to past practice, for, as the 
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committee itself notes, these practices have a habit of being eroded 
by changing circumstances.’® Consider, for example, the present ar- 
rangement whereby commercial banks fix their advance (loan) 
rates by adding a markup to the bank rate (137). The existence 
of this institutional arrangement suggests that the Bank should 
hold its rate relatively low and, at the same time, sell from its 
portfolio of long-term securities. And yet, how long are the banks 
likely to put up with being trapped by their own rules, especially 
when, in remaining trapped, they have to watch their customers 
(both depositors and borrowers) going elsewhere for accommo- 
dation? Not very long, I think, unless it is, for whatever reason, 
in their self-interest to do so. Even borrower distaste for fluctu- 
ating rates, however, which traditionally has been one of the ap- 
parent explanations for sticky lending rates, seems likely to be dis- 
solvable in an ever growing history of flexible monetary policy. 
To say that Lord Radcliffe and his group have not provided a 
rationale for sticky lending rates is not to say that it cannot be 
done, but merely that it still wants doing. Failing such a rationale, 
though, the committee must appeal to some sort of pure (or com- 
pensated) stock effect, an effect which derives not from changes 
in interest rates but from the implied changes in capital values 
(and which obtains when, ceteris paribus, capital values are 
changed).'* It could be that changes in capital values, quite apart 
from the associated changes in interest rates, induce lenders to 
work toward getting less risky portfolios and, in particular, a greater 
proportion of cash assets.’* Or it could be that changes in capital 
values, again, as such, give rise to changes in propensities to consume 
among both households and firms. Although it takes a bit of doing, it 
is possible to read certain passages in the Report as making just this 
16. This point is made by John Spraos in his review of the Radcliffe Report, “Control 
by ‘Stickiness of Rates,’” which appeared in the November, 1959, issue of The Banker 
and which the interested reader will do well to read. As Spraos puts it: “. . . [this objec- 
tion] would be consistent with the Report’s emphasis on the mutability of practices and 
adaptability of institutions in the financial world. Indeed, if we look to one of the newest 
institutions, the hire-purchase finance houses, we may find an illustration of the shape 


of things to come: their rate structure is not sticky and their asset structure does not 
appear to be sensitive to the manipulation of gilt-edged rates” (p. 679). 


17. Such a capital value effect amounts, I would guess, to a wealth effect. But, since 
interest-rate changes always accompany changes in wealth (in the present context, that 
is), it is analytically necessary that some way be found to separate out the effect asso- 
ciated with the respective changes. Perhaps a page could be torn from Value and Capital. 


18. But as Spraos points out (09. cit., p. 677 n.), the committee, by not mentioning this 
possibility when it had the chance (190), gives the appearance of having rejected it. 
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claim.” Hints and oblique references are not sufficient, however, 
when the point at issue is crucial.*° 

There is, finally, a third possible interpretation of the Radcliffe 
emphasis on liquidity. Perhaps the committee, in stressing the role 
of financial assets other than money, meant to point out that the 
threat of inflation, of sharp upsurges in economic activity, is greater, 
the greater is the liquidity stock of the economy. (A considerable 
stock of liquidity may be necessary for inflation, but not sufficient.) 
If the private sector of the economy is in possession of a goodly 
supply of highly liquid assets, it can most effectively mobilize 
available idle-money balances—that is, with minimal increases in 
interest rates and so with minimal adverse effects on investment 
or consumer spending. Clearly, long-term financial assets, or even 
real assets, can be used to activate idle balances, but not so effec- 
tively. In brief, then, whatever the money supply happens to be, 
the private sector of the economy is in the best position to give 
expression to, say, increased optimism about the future when it is in 
command of a large quantity of liquid assets (Treasury bills). 

The committee would argue, however, that how the available 
liquid assets happen to be distributed does make a difference. Of 
course, non-bank financial intermediaries, just like banks, can 
switch from Treasury bills to loans, and households and firms can 
switch directly from financial to real assets. But commercial banks, 
as the committee notes, are “the most accessible lenders” (397), 
which means presumably that idle balances will be tapped more 
quickly if banks, rather than non-banks, hold the available liquid 
assets. 

It is because commercial banks are, in its opinion, the most ac- 
cessible lenders, the “most convenient source of funds and often 
the only source” (395), that the committee is willing to countenance 
direct control of bank advances in situations where things are dan- 
gerously close to getting out of hand (520-29). In making this 
concession, though—and concession it certainly would seem to be— 
the Radcliffe group makes it quite clear that direct controls—for 

19. For instance, see the discussion (389-90) of how liquidity influences spending., 


20. It may be, of course, although it is not likely, that changes in the liquidity position 
of the economy—the result, say, of a shift within a given total toward more bills and 
fewer long-term bonds—change total demand because they change relative interest rates. 
Or possibly the committee had in mind that a change in the level of demand which fol- 
lows on a change in liquidity is the result, quite without regard to the accompanying 
a = relative rates, of the implied change in the stocks of the different types of debt 
outstanding. 
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example, use of variable secondary reserve ratios for banks and 
perhaps for non-bank intermediaries as well—are to be used only 
in extreme circumstances. Such controls, the committee feels, can 
be effective only over short periods of time; given long enough, the 
market will find ways around them. Besides, “these controls have 
severe directional effects which are potentially harmful to economic 
progress” (513). 

In the great majority of situations, then, the committee is willing 
to see the monetary authorities limit themselves to regulating in- 
terest rates. But not in the manner of the past. If the authorities are 
to do as effective a job as is possible, they must influence the entire 
structure of interest rates, short and long (500). Bank-rate policy, 
which can be used to establish any level of short-term rates, is not 
enough. No, the Bank must (as only lately it has begun to) deal in 
long-term securities as a matter of course; it must lead the long-term 
market, making its own views felt along the way, instead of merely 
selling long-term securities (funding) as opportunities present them- 
selves (575-76). These are the injunctions implicit in the now famous 
judgment: “In our view debt management has become the funda- 
mental task of the central bank” (982).74 Apparently, the com- 
mittee is not about to tolerate any of that nonsense about “ills 
only” which comes from across the ocean.”* 

The policy posture adopted in the Report makes it clear, I 
think, that the committee has no desire beyond reorienting the av- 
thorities. Essentially the same old tried-and-true approach is to be 
used, but to a different intermediate end—the control of interest 
rates rather than the control of the money supply. Certainly, good 
Keynesians will have no difficulty accepting this point of view. As 
it turns out, then, the committee’s much discussed and much abused 
declarations—that “the structure of interest rates rather than the 
money supply [is] the centre-piece of the monetary mechanism” 
and that “debt management [is] the fundamental task of the central 
bank”—reduced to a simple, acceptable proposition: the authorities, 
if they are successfully to discharge their responsibilities, must 
watch the demand for money as well as the supply. 

Let it not be imagined, however, that the committee feels its 


21. For the American scene, read “open-market operations” for “debt management.” 


22. Some critics of the Report have suggested that the committee’s insistence that the 
Bank take a definite stand in the long-term market contradicts its finding that “pressure 
in one part of the [total loanable funds] market soon makes itself felt in other parts” 
(315). Were it not for the influence of expectations, which can be helpful or harmful, but 
which cannot be trusted, the critics would be quite right. 


ntire 
olicy, 
S not 
pal in 
-term 
erely 
them- 
mous 
unda- 
com- 
‘ ‘bills 


ful, but 


Some Observations on the Radcliffe Report 499 


recommendations, if followed, will fix everything. Classical mone- 
tary measures have not been effective; “. . . they have not kept 
the [economic] system in smooth balance. . .” (472). Nor can much 
be expected of the approach, only quasi-classical, recommended by 
the committee: “. . . our conclusion is that monetary measures can- 
not alone be relied upon to keep in nice balance an economy sub- 
ject to major strains from both within and without” (514). But 
surely the committee view (“monetary measures can help, but that 
is all”), though shared by Chairman Martin of the Federal Reserve, 
is puzzling. If monetary measures can help, why can they not be 
relied upon entirely? 

The committee’s answers to this question are not entirely con- 
vincing; more forceful answers could have been given. The first 
point which is made in the Report, that “flooding” the market 
with liquidity to fight recessions makes for trouble later on, depends 
for its validity on the validity of the reason(s) given for why liquid- 
ity cannot be quickly soaked up. The second point, that a “flood of li- 
quidity might inspire a speculative swing against sterling that could 
assume embarrassing proportions” (490), is valid, as indeed the com- 
mittee itself notes, only so long as Britain’s reserve position remains 
weak and the authorities do not “command a wide measure of con- 
fidence in their policy” (491). Perhaps, then, the force of this argu- 
ment will diminish as time goes on. Recognizing this, the committee 
goes on to argue as follows: 

But there would remain a stronger and more universal objection to widely 
fluctuating rates of interest. The intricate and highly developed network of fi- 
nancial institutions bases some of its strength on the existence of a large body 
of highly marketable Government bonds whose market values are assumed to 
have a considerable measure of stability ... [the] capital and reserve strength [of 


these institutions] would be regarded as gravely weakened if they did not usual- 
ly hold large blocks of bonds of reasonably stable value [491]. 


What the precise consequences of “gravely weakened” capital and 
reserve positions are, the committee does not tell us, but it none- 
theless concludes that they are sufficiently awesome to rule out 
sharp increases in interest rates. Undoubtedly, the Radcliffe group 
knows whereof it speaks. It is a bit hard to imagine, though, that 
it has posed for itself anything but a transitory difficulty. 

But, as I have said, there are more forceful reasons for rejecting 
the idea that classical monetary policy is all that need be used for 
stabilization. For one thing, extreme monetary restraint is likely 
to provoke those who are affected by it to attempt to discredit 
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all monetary restraint. It is all very well to say that classical mone- 
tary measures, when they hit particular industries hard and some 
not at all, do so because consumers (exercising the freedom afforded 
them by the classical approach) will this result. One can say this, 
but the (politically powerful) producers in the prostrate industries 
will not believe it; they will give their congressmen a ring anyway. 
The political danger inherent in extreme monetary restraint is some- 
thing which Federal Reserve officials understand. They understand 
it well enough that, when asked about the effectiveness of mone- 
tary policy, they respond, with seeming modesty, that “monetary 
measures can help, but that is all.” 

A second and apparently powerful reason for opposing exclusive, 
or near-exclusive, reliance on monetary policy can be found in the 
idea (mentioned previously, p. 493 above) that the efficiency of 
classical monetary measures depends on the nature of the stabiliza- 
tion problem being faced—specifically, on the nature of the infla- 
tionary threat. When an economy is not completely flexible, when 
some prices are inflexible downward and some resources are immo- 
bile, the attempt to curb inflationary pressures by squeezing hard 
on bank reserves (or interest rates) may produce considerable 
unemployment as well as price stability. Other approaches, if they, 
too, yield price stability, may prove less costly and so more desirable. 


V. MonetTARY PoLicy AND THE INTERNATIONAL SCENE 


In considering the international aspects of the monetary system 
(chap. viii), the committee starts, no doubt rightly, from the prem- 
ise that Britain is irrevocably a part of the international economic 
community. Not only does she carry on “an extensive trade with 
other countries which is indispensable to the maintenance and im- 
provement of her standard of living” (605). She is also the banker 
for the entire sterling area. And more, she “is, and has long been, 
one of the most important sources of long-term capital for the 
development of other parts of the world, particularly the Common- 
wealth, which she has a special responsibility to assist in this way” 
(605). But then, if (as a goal) autarky is economically and politi- 
cally impossible for Britain, the need for a stronger reserve position 
is undeniable. Her stock of gold and convertible currency, though 
more adequate than in the early postwar years, is still not what it 
should be (630). In the opinion of Lord Radcliffe and his associates, 
Britain is not yet in a position “to meet any deficit in [her] total 
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balance of payments without excessive disturbance to the domestic 
economy” (634; italics mine). 

Presumably, Britain’s special position within the sterling area 
explains, at least in part, the vulnerability of her international ac- 
count. In the normal course of events, her role does not get her into 
trouble (650, 655). “It is, however, not the normal situation but 
departures from it that complicate the task of monetary manage- 
ment” (651). “. . . There have been occasions (in the postwar) 
when the functioning of the sterling area has thrown strain on... 
reserves and when the capital requirements of the area have added 
to the total load on the reserves of the United Kingdom” (657). 
According to the Radcliffe group, though, it is nevertheless in the 
interest of Britain that existing sterling-area arrangements be main- 
tained. “What is decisive . . . is the general harmony of interest 
between the United Kingdom and that of the rest of the sterling 
area, and the mutual convenience of free multilateral trading rela- 
tionships within the area” (657). Britain must then, in the opinion 
of the committee, continue to bear the increased risk (of reserve 
losses) which serving as banker for the sterling area necessarily 
involves; and she must maintain a surplus on current account suffi- 
cient to allow her to satisfy, at least partially, the long-term capital 
requirements of other sterling-area countries (630, 661). 

Rather than see the authorities press for an absolute reduction 
in Britain’s liabilities, the committee would have them put their 
collective effort into increasing reserves (630). The problem, as 
viewed in the Report, is to increase, not decrease, international 
liquidity. But if the committee does not want reserves taken from 
other countries, neither does it want an increase in the price of gold. 
To do so would be to favor relatively the relatively well-off coun- 
tries. Besides, changes in the price of gold, since they must be 
openly debated, are likely to bring with them “strong speculative 
influences which are highly undesirable in matters of such interna- 
tional importance” (674). No, the thing to do is “make use of the 
machinery created at the end of the war for dealing with problems 
of international liquidity” (675), to make more adequate provision 
for granting international credits, perhaps by making of the Inter- 
national Monetary Fund an international central bank “with its own 
unit of account, free to accept deposit liabilities or extend over- 
draft facilities to the central banks of member countries” (678). 

Not that an increase in international liquidity is a cure-all for 
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the world’s ills. It will not help at all, argues the committee, unless 
trade imbalances are only temporary. “In a situation of [persistant] 
international imbalance,” as after World War II, “greater liquidity 
in any form would be insufficient to allow accounts to be balanced 
for long” (679). Nor do Lord Radcliffe and the other committee 
members dismiss entirely the possibility of another “dollar short- 
age” (684-85). They do insist, however, that this danger, if real 
enough, is not “the most important [one] confronting the United 
Kingdom economy” (686). 

It is this optimism, then, which underlies the committee’s support 
of full convertibility. But the committee is at pains to make clear 
that it does not put itself with those who would have convertibility 
at all costs. As it says, it finds itself unable to “. . . recommend 
that the United Kingdom should foreswear the use of discrimina- 
tion [including, of course, limits on convertibility] in all circum- 
stances. However distasteful discrimination may be in commerce 
between friendly countries and however dangerous it may be to the 
long-term interests of the United Kingdom if practiced without full 
justification, we think that it should be permitted, with due safe- 
guards, as a means of accelerating a restoration of international 
balance” (690).7* 

To advocate the use of administrative controls is, of course, to 
confess a lack of faith in, or a distaste for, other means of restoring 
the balance of international payments. And, indeed, the committee 
is no more confident of the effect of bank rate changes on the inter- 
national movement of funds than it is of their effect on the level of 
domestic demand (695). Admittedly, since equities do afford some 
protection against inflation, an increase in long-term rates may 
tempt overseas investors to purchase such securities on the London 
market (701). But, as already noted, the Radcliffe group is not 
overly persuaded that long-term rates can be satisfactorily con- 
trolled by bank-rate changes. And neither is the committee overly 
persuaded that bank-rate changes will significantly influence over- 
seas borrowers or that such changes, as the Bank is fond of saying, 
work a great influence on overseas confidence in sterling (696). 

Among all committee witnesses who discussed exchange rates, 
only Professor Meade entertained the idea of changing from the 
present fixed exchange-rate policy. The committee, as might be 


23. The committee makes clear (726-47) that it is also willing to see administrative 
controls used, particularly for regulating capital movements (729) and, to a lesser 
extent, overseas investment, “. . . as a means of maintaining balance when the world 
economy is itself in balance” (726). 
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expected, is with the majority, partly because it doubts that the 
authorities, even if they adopted flexible exchange rates, would 
ever let them fluctuate very much (720). In its judgment, then, the 
advantage of a flexible exchange-rate policy is that it makes pos- 
sible smooth adjustments to changes in relative (intercountry) 
costs. Against this advantage, however, must be set a serious dis- 
advantage; with no fixed exchange rate to be defended, the au- 
thorities may find it harder to hold the domestic price level down: 
“. . the need to devalue might result from the very case with 
which the external value of the currency could be adjusted” (721). 

Nor is the committee fond of devaluations. It is willing, of course, 
to grant that there are situations—most importantly, when British 
costs and prices are increasing faster than they are in other coun- 
tries—for which devaluation is the only way out (716). This is a 
route, though, which can (if for technical reasons) be traveled only 
occasionally (711). And always, the committee insists, a devalu- 
ation must be undertaken only after “everything possible [has been] 
done to bring the rise in domestic costs and prices under control 
and to put an end to the strain on the reserves by lagging behind 
the movement abroad instead of outstripping it” (716). It is not 
something to be lightly undertaken. 


VI. A ConcLUDING OBSERVATION 


It may strike some readers that the judgment I expressed at 
the outset of this review—namely, that the Report is essentially a 
middle-of-the-road document—will not stand up in the face of the 
Radcliffe views about the international and, even more, the do- 
mestic aspects of monetary policy. Friends tell me, however, that 
the committee’s ideas about what Britain’s international economic 
policy should be are very definitely a part of the conventional wis- 
dom of international economics. And the same can be said, I believe, 
of the committee’s ideas about domestic monetary policy, about how 
it works and how it should be conducted; probably the majority 
of students of monetary affairs will find them generally acceptable. 
To be sure, the Radcliffe views about domestic monetary policy 
are not well put or fully developed, which is too bad. But the com- 
mittee’s main message does come through: neither the simple 
quantity theory nor the simple Keynesian theory is sufficient as a 
guide for the monetary authorities. When all is said and done, it 
is for this message, undeniably of first importance, that the Rad- 
cliffe Report will be remembered. 
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IMPUTED RENT OF OWNER-OCCUPIED DWELLINGS 
UNDER THE INCOME TAX 


RICHARD GooDE* 
Brookings Institution 


MosT ECONOMISTs agree that the rental value of a dwelling is part 
of the income of an owner-occupant. The services of the dwelling 
give the owner power to satisfy his wants, and that power is suscep- 
tible of valuation in terms of money.’ In support of the view that the 
imputed rent of owner-occupied houses is income, the British Royal 
Commission on the Taxation of Profits and Income advanced two 
arguments: (1) the owner could rent his house if he wished, and his 
failure to do so indicates that the value of the occupancy to him 
must be at least equal to the rent foregone; and (2) an owner- 
occupant is better off than a tenant with the same money income’ 
The commission might have added that the homeowner has the 
alternative of investing his capital in other assets, and the choice of 
a house shows that he considers the return from it superior to the 
yield of other income-producing investments. 

The imputed rent of owner-occupied houses is taxable income in 
the United Kingdom and many other countries. In the United States, 
however, imputed rent has never been included in the base of the 
federal income tax. The state of Wisconsin taxed the estimated 
rental value of owner-occupied residential property under its orig- 
inal income tax law of 1911 but discontinued this practice in 1917. 
Many economists have favored the inclusion of imputed rent in tax- 
able income for purposes of the federal tax. In 1921 Haig concluded 
that this income should be taxed “‘if it is practicable to evaluate it.” 
Taxation of imputed rent has been recommended by Simons, Vick- 
rey, Pechman, and others.* 


* Opinions expressed are my own and do not necessarily reflect the views of other stafi 


members, officers, or trustees of the Brookings Institution. 


1. In his classic definition, Haig said: “. . . Income becomes the increase or accretion in 
one’s power to satisfy his wants in a given period in so far as that power consists of (a) 
money itself, or, (b) anything susceptible of valuation in terms of money” (see Robert 
Murray Haig, “The Concept of Income—Economic and Legal Aspects,” in The Federal 
Income Tax, ed. Haig [New York: Columbia University Press, 1921], p. 7). 


2. Final Report (Cmd. 9474 [June, 1955]), pp- 249-50. 
3. Op. cit., p. 24. 


4. Henry C. Simons, Personal Income Taxation (Chicago: University of Chicago Press, 
1938), p. 211, and Federal Tax Reform (Chicago: University of Chicago Press, 1950), 
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The usual proposal is for the taxation of net rent, defined as im- 
puted gross rent minus necessary expenses of ownership. The ex- 
penses consist of interest on mortgage debt, property taxes, deprecia- 
tion, repairs and maintenance, and casualty insurance. Homeowners 
may now deduct interest and taxes, even though imputed rent is not 
included in gross income for tax purposes. The taxation of imputed 
net rent, therefore, would involve an addition to taxable income 
equal to gross rent minus expenses other than interest and taxes. 
This increase in the tax base would equal the sum of imputed net 
rent and the deductions now allowed for mortgage interest and 
property taxes on owner-occupied dwellings. Merely to increase the 
tax base by the amount of net rent would imply double deductions 
for interest and property taxes—one set in the form of the personal 
deductions now granted and a second set of deductions in the com- 
putation of net rent. It would be possible, of course, to eliminate the 
present deductions for interest and taxes without requiring imputed 
net rent to be included in taxable income. Personal deductions for 
interest and state-local taxes are available to all taxpayers, but they 
are especially significant for homeowners. 

The purpose of this paper is to examine the significance of the 
failure to tax imputed rent of owner-occupied dwellings for the 
equity, revenue yield, and economic effects of the individual income 
tax in the United States; to consider practical problems that would 
be involved in an attempt to tax imputed rent; and to appraise cer- 
tain compromise solutions of these problems. 


I. DiscRIMINATORY EFFECTS OF THE EXCLUSION OF 
IMPUTED RENT AND OF DEDUCTIONS FOR 
INTEREST AND TAXES 


The omission of imputed net rent from taxable income and the de- 
ductions for mortgage interest and property taxes on owner-occu- 
pied dwellings impair the uniformity of the income tax by producing 
differences in the taxation of persons with equal real incomes and by 
altering the usual relation between the tax liabilities of persons at 
different income levels. First and most obviously, the exclusion and 
deductions favor homeowners and discriminate against renters. The 
part of the owner’s income which takes the form oi imputed net rent 


p. 36; William Vickrey, Agenda for Progressive Taxation (New York: Ronald Press, 

1947), pp. 18-24; Joseph A. Pechman, “Erosion of the Individual Income Tax,” National 

Tax Journal, X (March, 1957), 14-15, and “What Would a Comprehensive Individual 

pony i in House Ways and Means Committee, Tax Revision Compendium 
» 1, 261-62. 
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and his expenditures for mortgage interest and property taxes are 
free of tax. The renter must use taxable income to pay his full hous- 
ing costs. Second, the investor in an owner-occupied house is favored 
in comparison with other investors. The two forms of discrimination 
may be illustrated by considering the cases of A and B. Both are 
married with two children, and both earn a salary of $10,000 a year. 
The A family lives in a $20,000 house which A owns subject to a 
$10,000 mortgage. The B family lives next door in an identical house 
which B rents for $150 a month. On A’s house, property taxes and 
interest on the mortgage amount to $800 a year; depreciation, re- 
pairs and maintenance, and insurance total $600 a year. A’s imputed 
net rental income is $400—$1,800 of gross rental value minus 
$1,400 of expenses. B, in addition to his salary, receives $400 a year 
of interest on bonds with a market value of $10,000. A and B have 
equal net incomes of $10,400 in the economic sense but unequal in- 
comes for tax purposes. B must include the $400 of interest in his 
taxable income, whereas A excludes his $400 of imputed rent and 
deducts $800 of property taxes and mortgage interest. Thus, other 
things being equal, A’s taxable income is $1,200 less than B’s. At 
present tax rates, the exclusion of imputed net rent and the deduc- 
tion of property taxes and mortgage interest save A $264 of federal 
income tax. This tax saving equals 14.7 per cent of the A family’s 
annual housing consumption. Before income tax, A and B both earn 
4 per cent on their investments; after tax, B’s return is reduced to 
3.1 per cent, whereas A’s return is increased to 5.8 per cent if allow- 
ance is made for the income tax saving due to the deductions asso- 
ciated with the house.° 

Among owner-occupants, the exclusion and personal deductions 
favor those with high incomes compared with those in lower 
brackets. This is true because the value of an exclusion or deduction 
from taxable income varies directly with the marginal tax rate. The 
exclusion or deduction is worth nothing to homeowners whose in- 
comes are so low that they would not be subject to income tax even 
if imputed net rent were taxable. On the assumption that net rent 
plus interest and property taxes is two-thirds of gross rent (the 
average for 1956-58, Table 6 in the statistical appendix), the tax 
value of the exclusion and deductions equals 60 per cent of annual 
housing consumption for owner-occupants in the top bracket, who 
are subject to a marginal tax rate of 91 per cent. 


5. It is assumed that A and B file joint returns with their wives and that A’s itemized 
deductions exceed $1,000 without taking account of property taxes and mortgage interest. 
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The present arrangement also favors persons with a high prefer- 
ence for housing as against those who care less for this form of con- 
sumption. It favors those who like accommadations of a kind that are 
easily owner-occupied compared with those who have other tastes. 
For example, families who prefer to live in the suburbs are favored 
compared with others who prefer a residential hotel in the central 
city. The benefits of the exclusion and deductions are more easily 
available to persons who lead settled lives than to those whose occu- 
pation requires them to move frequently. 

Ownership of consumer durable goods resembles homeownership, 
in that the investment in the durables yields a real return which is 
not subject to income tax. The same general argument can be made 
for taxing the imputed service value of consumer durables as for in- 
cluding imputed net rent of owner-occupied houses in taxable in- 
come. As shown in the next section, consumers’ investment in dur- 
ables is large, although smaller than their investment in dwellings. 
Nevertheless, an attempt to tax the service value of consumer dur- 
ables is seldom recommended because of administrative difficulties. 
The renting of consumer durables is less prevalent than the renting 
of dwellings, and the problem of discrimination between renters and 
owners is less acute for durables than for houses. In addition to 
renters of equipment, however, there are many consumers who ob- 
tain through the market services similar to those provided by dur- 
ables. The patrons of commercial laundries and public transporta- 
tion, for example, suffer a discrimination compared with owners of 
home laundry equipment and automobiles which is similar to that 
experienced by tenants compared with homeowners.’ It seems likely 
that ownership of durables is positively correlated with homeowner- 
ship and that the effects of omitting imputed returns on the two 
kinds of investment are generally cumulative rather than offsetting. 


II. AN EsTIMATE OF THE YIELD FROM TAXING 
ImpuTED Net RENT 


Imputed rent and its distribution—According to Department of 
Commerce national income estimates, the net rental value of owner- 
occupied farm and non-farm dwellings rose from $2.6 billion in 1946 
to $7.2 billion in 1958. Interest on mortgage debt and property taxes 
on these dwellings rose from $2.1 billion to $9.9 billion (Table 1). 
The increases reflect the spread of homeownership, the improvement 


6. C. Harry Kahn, “Personal Deductions in the Individual Income Tax,” House Ways 
and Means Committee, Tax Revision Compendium (1959), I, 403. 
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of housing standards, and rising prices, interest rates, and property 
taxes. Imputed rent increased more rapidly than adjusted gross in- 
come in the postwar period, but, as a percentage of adjusted gross 
income, net imputed rent plus interest and taxes did not exceed the 
immediate prewar level until 1957 and then remained considerably 
lower than in 1929. Adjusted gross income is gross income for tax 
purposes less allowable deductions for trade and business expenses. 


TABLE 1* 

NET RENT, MORTGAGE INTEREST, AND PROPERTY TAXES ON OWNER-OCCUPIED 
FARM AND NON-FARM DWELLINGS IN RELATION TO ADJUSTED GROSS 
INCOME, 1929, 1940, AND 1946-58 
(Money Amounts in Billions) 

Net Rent, INTEREST, AND Taxes 


Per Cent 

PROPERTY MoRTGAGE of Adjusted 

YEAR Net Rent TAXES INTEREST Amount Gross Incomet 
ia $2.7 $1.1 $1.0 $ 4.8 6.4 
ae 1.5 0.8 0.9 3.2 4.6 
. ee 2.6 0.9 1.3 4.8 3.1 
are 2.5 1.1 1.5 5.1 3.0 
2.8 1.3 1.8 5.9 
1949...... 1.4 6.8 3.7 
eee 3.8 1.6 2.3 y 3.8 
4.0 2.0 8.5 
| 4.4 2.7 9.4 3.9 
4.9 2.6 3.0 10.5 4.1 
eee 5.3 3.0 3.3 11.6 4.5 
5.4 3.4 3.6 12.4 4.5 
4.0 4.0 13.7 4.6 
ee 6.4 4.6 4.4 15. 5.0 


* Sources: Net rent and property taxes, Department of Commerce national income estimates, National 
Income (1954), pp. 214-15; U.S. National Income and oe (1958), p. 229; Survey of Current Business, July, 
1959, p. 42. Mortgageinterest, estimates based on H. D. Osborne, “Rental Income and Outlay in the United 
States, 1929-52,” Survey of Current Business, June, 1953, p. 22; materials in Department of Commerce files; 
Lawrence H. Seltzer, Interest as a Source of Personal Income and Tax Revenue (“‘National Bureau of Economic 
Research Occasional Papers,”’ No. 51 [1955]), p. 1266; and data on farm mortgage debt. Adjusted gross income, 
1929, estimate of C. Harry Kahn, Joint Committee on the Economic Report, Federal Tax Policy for Economic 
Growth and Stability (1955), p. 322; 1940, 1946-57, estimates of Joseph A. Pechman, House Ways and Means 
Committee, Tax Revision Compendium (1959), I, 256; 1958, my rough approximation. 

t Includes adjusted gross income of persons not filing tax return. 


In early 1959, 58 per cent of all non-farm families owned their 
dwellings.” At that time, as in earlier postwar years, homeownership 
was more common among high-income families than among those 
with lower incomes. In the lowest-income brackets, covering the first 
two quintiles and ranging up to an income of about $4,000 in 1958, 


7. Generalizations about the characteristics of homeowning non-farm families are 
based on data from the annual Survey of Consumer Finances, conducted by the Board of 
Governors of the Federal Reserve System in co-operation with the Survey Research 
Center of the University of Michigan (see especially “Housing of Nonfarm Families,” 
Federal Reserve Bulletin, September, 1959, pp. 1097-1112). 
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there seems to be no significant difference in the percentage of 
families owning houses in each bracket. Over the middle and upper 
ranges, the percentage of homeownership rises with income. Home- 
ownership is less usual for families headed by young persons than 
for families with older heads and is also less usual for non-whites 
than for whites. Differences with respect to age and race are, of 
course, closely related to income differences. Families headed by 
retired persons, however, do not fit the general pattern. Although 
the median money income of these families is much lower than that 
of families whose heads are employed, including those in the young- 
est age group, two-thirds of the non-farm families headed by retired 
persons owned their homes in early 1959. For farm families, com- 
parable detail is not available for a recent year, but homeownership 
is more prevalent among them than among non-farm families. In 
1956, 70 per cent of all farm houses were owner-occupied.® 

Direct information is not available on the rental value of owner- 
occupied houses of families in different income classes. For non-farm 
families, I have estimated the distribution of imputed net rent and 
mortgage interest and property taxes on owner-occupied dwellings 
in 1958 on the basis of national income aggregates and data from 
the 1959 Survey of Consumer Finances. Details of the estimation 
procedure are given in the statistical appendix. 

The estimates indicate that, among non-farm families, net rent of 
owner-occupied dwellings is less unequally distributed than total 
money income. The Survey of Consumer Finances shows that 51 
per cent of all non-farm families had money incomes of less than 
$5,000 in 1958. These families received only 25 per cent of total 
money income but, according to my estimates, 38 per cent of net 
rent of owner-occupied non-farm dwellings. Mortgage interest and 
taxes on owner-occupied dwellings were distributed more nearly in 
proportion to money income, 21 per cent of these items being 
assignable to families with incomes below $5,000 (Table 2). Above 
the $2,000 level, the sum of net imputed rent, mortgage interest, and 
property taxes equaled 5-6 per cent of income in each class. 

Income tax liability —On the basis of the distribution of imputed 
rent, I have roughly estimated the additional federal income tax 
liability that would have accrued in 1958 if imputed net rent had 
been taxable. For owner-occupied non-farm dwellings the estimate 
is approximately $3.2 billion, including $1.2 billion of tax on im- 
puted net rent proper and $2.0 billion of tax from eliminating the 


8. Housing and Home Finance Agency, Eleventh Annual Report, 1957, p. 258. 
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personal deductions for mortgage interest and property taxes on 
owner-occupied dwellings. Information is not available to permit a 
comparable estimate for farm dwellings. Rent of owner-occupied 
farm dwellings is only about 5 per cent of total imputed rent and 


would be subject to a lower weighted marginal rate of income tax _ 
than that applicable to rent of non-farm dwellings. Inclusion of farm — 


dwellings would therefore not appreciably raise the estimate. 

The estimate does not allow for the fact that some homeowners do 
not itemize their deductions from taxable income but elect the 
standard deduction. If the standard deduction remained at its pres- 


TABLE 2* 


NET RENT OF OWNER-OCCUPIED NON-FARM DWELLINGS AND MORTGAGE INTEREST 
AND PROPERTY TAXES ON THEM BY FAMILY MONEY-INCOME CLASSES, 1958 


PERCENTAGE DISTRIBUTION Per CENT oF 
Net Rent, Money Incomet 
Famity Money Net Interest Interest, Net Interest 
INCOME Rent and Taxes and Taxes Rent and Taxes 
Under $2,000.......... 12 4 7 7 4 
$ 2,000-$2,999........ 4 5 3 2 
3,000- 3,999......... 9 5 7 3 3 
4,000— 4,999... 9 8 8 y 3 
5 ,000- 5,999 11 14 13 2 4 
6,000-7,499......... 13 17 15 2 4 
7,500- 9,999......... 16 24 21 2 + 
10,000 and over....... 23 24 24 2 3 
100 100 2 3 


* Source: Derived from data from 1959 Survey of Consumer Finances and national income estimates. 
For details see statistical appendix. 


t Per cent of money income of all non-farm families in income class. 


ent level, elimination of the specific personal deductions for mort- 
gage interest and property taxes would not affect the liability of 
those now choosing the standard deduction and would only slightly 


affect the liability of those whose itemized deductions are only a | 


little greater than the standard deduction. Presumably, however, the 
standard deduction would be reduced if specific deductions were 
restricted. Further comments on this subject and an alternative esti- 
mate are included in the statistical appendix. 

Inasmuch as imputed net rent plus mortgage interest and property 
taxes is estimated to have equaled approximately 5-6 per cent of 
money income in each income class above $2,000 in 1958, the inclu- 


sion of imputed rent in the tax base would not have greatly altered _ 


the progressivity of the income tax over most of the income range in | 


that year. There might have been a slight reduction in progressivity 
at the bottom of the income scale, although this is not revealed by 
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the procedure for estimating tax liability which is employed in this 
paper. Any change in relative tax loads of income groups as a whole 
would be much smaller than the change in relative positions of 
homeowners and renters in each income group. 

The survey data underlying the estimates of the distribution of 
imputed rent among income classes in 1958 are broadly consistent 
with statistics from other sources for earlier years. Data relating 
house value to income of any one year, however, may be especially 
subject to a bias similar to that to which Friedman has called atten- 
tion in his criticism of estimates of the consumption function derived 
from cross-section data.® All families, but particularly homeowners, 
presumably try to adjust their housing expenditures to their realized 
or expected average income over a period of years rather than to 
their income in a single year. In any one year those in lower-income 
classes will include a disproportionate number of families whose in- 
come is temporarily depressed and families whose current income is 
below their long-term average income because the family head is a 
young man or a retired person or widow. Similarly, families in 
higher-income classes will include a disproportionate number of 
those with temporarily high income and of families headed by per- 
sons at the peak of their lifetime average earning capacity. The 
ratio of house value, or of imputed rent, to current income, there- 
fore, will tend to be higher than the ratio to normal income for fami- 
lies with current income below the mean income of the year, whereas 
the reverse will be true for families with current income above the 
mean. Indirect evidence of the existence of a bias in cross-section 
data on the relation between house value and owners’ income can be 
obtained from FHA and Census statistics, but space is not available 
here for a review of this evidence.’® 

These observations suggest that if the income of each family were 
measured as the average over a period of years, the inclusion of im- 
puted net rent in the tax base might be seen as more conducive to 
progressivity than appears from Table 2. The reservations do not 
bear on the correctness of the revenue estimate, since tax is assessed 


on current income with little provision for averaging positive in- 
comes. 


9. Milton Friedman, A Theory of the Consumption Function (Princeton: Princeton 
University Press, 1957). 


10. Briefly, the statistics show that the ratio of house value to income diifers much 
less between low- and high-income groups when computed from data classified by 
house value than when derived from data classified by owners’ income (cf. Friedman, 
Op. cit., pp. 200-206). 
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Consumer durables.—For consumer durables other than houses, 
reliable estimates of imputed service value are not available. In the 
national income accounts, expenditures on these goods are treated 
as current consumption rather than investment. The value of con- 
sumer durable equipment at the end of 1956 was approximately 
$155 billion, compared with an estimated value of $330 billion for 
owner-occupied non-farm houses. Consumers’ equities at that date 
may be roughly estimated at $125 billion in durable equipment and 
$240 billion in houses.’' The shorter average life of consumer dur- 
ables suggests that their net return may be smaller relative to the 
gross return than for houses, but it does not indicate a lower net 
return on capital value or owners’ equity. The rate of net return on 
consumer durables is presumably at least as high as the rate for 
houses and may be higher, in view of the fact that consumers are 
willing to pay interest rates on instalment loans for the purchase of 
durables that are higher than rates on residential mortgages. Im- 
puted income from consumer durables is not small enough to be 
considered trivial. As suggested above, there might, nevertheless, be 
valid reasons for continuing to omit it from taxable income even if 
imputed rent on owner-occupied dwellings should be taxed. 


III. THe Errect oN Houstnc CoNSUMPTION AND 
HoMEOWNERSHIP OF THE EXCLUSION 
AND DEDUCTIONS 


The omission from taxable income of the imputed rental value of 
owner-occupied dwellings frees from income tax the return on a 
particular kind of investment and thus improves the net-of-tax re- 
turn on it, compared with that on other investments. Investment in 
an owner-occupied house has the peculiarity that the whole return 
must be currently consumed. The economic effects of the exclusion 
and deductions can hence be analyzed best by starting with their 
influence on the consumption of housing services. 

The tax saving due to the exclusion and deductions may be 
viewed as a reduction in the price of housing services for owner- 
occupiers who are subject to income tax or who would be subject to 


11. Goldsmith’s estimate of the value of consumer durable equipment is $154 billion. 
From this figure I have deducted consumer instalment debt (other than repair and 
modernization loans) of $30 billion at the end of the year to arrive at the estimated equity 
(data are from Statistical Abstract of the United States, 1959, pp. 324, 459, 771). The 
estimates for owner-occupied non-farm dwellings are interpolations between estimates 
for early 1954 and early 1959 as shown by the Survey of Consumer Finances (Federal 
Reserve Bulletin, September, 1959, p. 1104). The interpolations were guided by annual 
statistics of private non-farm residential construction and mortgage debt on one- to four- 
family houses. 
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tax if imputed rent were included in the tax base. Inasmuch as the 
prices of rental housing and other goods and services are not direct- 
ly affected by the exclusion,” the price of housing services from 
owner-occupied dwellings is reduced relative to the prices of rental 
housing and all other goods and services. It is important to notice 
that the reduction in the price of the services of owner-occupied 
houses, from the point of view of consumers, is not reflected in a 
decrease in the selling prices received for new houses by the con- 
struction industry. 

The presumption is that the changes in relative prices cause a 
shift from renting to owning one’s dwelling and an increase in the 
total amount of housing services consumed relative to other goods 
and services. For these shifts to occur it is not necessary that con- 
sumers calculate the effect on relative prices of the income tax ad- 
vantages of homeownership and adjust their budgets accordingly. 
Many may be conscious of the tax value of the deductions for 
interest and taxes, but probably only a sophisticated few recognize 
the significance of the exclusion. If, however, imputed net rent were 
taxable, prospective house buyers would be aware of the income tax 
as a cost of owning a dwelling. The following discussion of the pos- 
sible extent of the influence of the income tax on housing consump- 
tion and homeownership should be read as a comparison of the pres- 
ent with a situation in which imputed net rent had always been tax- 
able, although this frame of reference is usually not made explicit 
because to do so would require cumbersome language. 

Housing consumption.—The gross rental value of owner-occupied 
farm and non-farm dwellings in 1958 may be estimated at $25.3 
billion (Table 6, statistical appendix). The tax saving of $3.2 bil- 
lion attributable to the omission of imputed rent from the federal 
income tax base equaled 12.6 per cent of the gross rent of owner- 
occupied dwellings and 8.7 per cent of the gross rent of all dwellings, 
including those occupied by tenants.”* 

The influence on house purchases of a reduction in the price of 
housing services depends, of course, on the elasticity of demand with 
respect to price. Evidence on elasticity is meager. It has often been 
assumed that price elasticity of demand for housing is low, but cer- 
tain studies have indicated price elasticities of 1 or more for non- 

12. Rents and market prices of houses may be indirectly affected as a result of changes 
in housing expenditures induced by the income tax treatment, but this possibility cannot 


be properly appraised until consumers’ reaction to the initial alteration of relative prices 
has been examined. 


13. Survey of Current Business, July, 1959, p. 16. 
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farm housing.'* On the assumption of unitary price elasticity of 
demand, the income tax advantages enjoyed by homeowners were 
responsible for additional consumption of housing services of about 


$3.2 billion in 1958. This amount of space rent would be associated | 


with dwellings worth some $40-$48 billion.”* Exclusive of land, the 


value of these dwelling units would equal about 16.5-19 per cent of | 


total residential construction in the years 1946-58."° 
The effective price reduction of about one-eighth for the services 


of owner-occupied houses is an aggregate or average figure. The in- | 


come tax advantages of homeownership vary widely with the 
marginal tax rate applicable to the owner-occupier and to some ex- 
tent also with the composition of gross imputed rent. Typically, net 
imputed rent and mortgage interest and property taxes account for 
about two-thirds of gross rent (Table 6). The tax saving due to the 
exclusion and deductions therefore somewhat exceeds one-eighth of 
gross rental value for owners in the first bracket who itemize deduc- 
tions and equals one-third of gross rental value for a married couple 
with an adjusted gross income (exclusive of imputed rent) of about 
$40,000. The tax savings are approximately the same for owners 


without mortgage debt. These owners receive no deduction for | 
interest payments, but their excludable net imputed rent is corre- 


spondingly larger. 


As an influence on decisions to buy houses, the deductions for _ 


interest and taxes seem to be more important than the exclusion of 
imputed net rent. One reason is that, in the aggregate, the deductible 
items are substantially larger than net rent. A second reason is that 
net rent is likely to be especially small, relative to interest and prop- 


erty taxes, for new buyers. Most new buyers have smaller equities in 


their houses than the average for all owner-occupiers. In each year 
of the past decade, about 85 per cent of all house purchases involved 


14. Richard F. Muth, “The Demand for Non-Farm Housing” (summary), Economet- 
rica, XXV (April, 1957), 365-66; Margaret G. Reid, “Capital Formation in Residential 
Real Estate,” Journal of Political Economy, LXVI (April, 1958), 149-52. 


15. On the assumption that the ratio of space rent to capital value was between 6.6 and 
8.1 per cent. These figures are, respectively, the ratios for owner-occupied non-farm 
houses in 1958 and for all non-farm dwellings in 1946-53. The ratios were derived from 
Department of Commerce estimates of space rent, a capital-value estimate for 1958 based 
on the Survey of Consumer Finances (Federal Reserve Bulletin, September, 1959, p. 
1104), and estimates of residential wealth in 1946-53 by Leo Grebler, David M. Blank, 
and Louis Winnick (Capital Formation in Residential Real Estate [Princeton: Princeton 
University Press, 1956], p. 361). 


16. Land is assumed to represent 15 per cent of the total value of the units, which may 
be a low figure (cf. Grebler, Blank, and Winnick, op. cit., p. 361). In 1958 prices, total 
residential construction was $215 billion in 1946-58 (U.S. Income and Output [1958], 
p. 191, and Survey of Current Business, July, 1959, p. 29). 
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the use of mortgage credit. In 1958 the median debt was about three- 
fourths of the average purchase price.’* In the early years of owner- 
ship, the tax saving attributable to the exclusion of imputed net rent 
is smaller relative to gross rental value than the saving realized by 
the average owner-occupier. In these years the deduction of interest 
payments on the mortgage is usually more important from the tax 
standpoint than the exclusion of imputed net rent. Although many 
purchasers may base their decisions on their expectations for a long 
span of time, it is reasonable to suppose that the years in the near 
future receive heavy emphasis. 

Although its influence cannot be isolated, the favorable income 
tax treatment accorded to the return on owner-occupied dwellings 
has probably been one of the factors responsible for the rapid in- 
crease in consumer expenditures for housing in the postwar period. 
In current prices, housing expenditures (space rental value of 


Current Constant 
Year Prices (1957) Prices 
19.3 
13.3 
14.5 10.0 
9.4 10.5 
13.0 13.0 


tenant-occupied and owner-occupied dwellings) are still a smaller 
fraction of total personal consumption than in 1929 and prior years, 
but, in constant prices, housing expenditures are estimated to repre- 
sent a much larger share of total consumption than in 1929. Esti- 
mates of housing expenditures as percentages of total private con- 
sumption are shown in the accompanying table.’* The constant-price 
estimates are suspect, in view of the surprisingly small increase 
shown by the implicit price deflator for housing expenditures from 
1929 to 1957-58."° 

Homeownership.—The income tax may have more influence on 
the choice between owning and renting and on the composition of 
housing demand than on the total amount of housing services con- 


17. Federal Reserve Bulletin, September, 1959, pp. 1099, 1105. 


18. The estimates for 1909 and 1919 are from J. Frederick Dewhurst and Associates, 
America’s Needs and Resources (New York: Twentieth Century Fund, 1955), p. 206; the 
figures for later years are Department of Commerce estimates: U.S. Income and Output 
(1958), p.5; Survey of Current Business, July, 1959. 


19. The increase in the implicit price deflator from 1929 to 1957 is only 19 per cent for 
housing, compared with 72 for all consumer expenditures, and an increase of 164 per cent 
in the Boeckh index of the unit cost of residential construction (Housing and Home 
Finance Agency, Eleventh Annual Report, 1957, p. 264). 
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sumed. The price differential that will induce a shift from renting to 
owning is doubtless much smaller than that required to induce a 
shift from consumption of other goods and services, or saving, to 
consumption of housing services. 

There has been a sharp rise in homeownership relative to tenancy 
in the postwar years. In 1956, 60 per cent of all dwelling units were 
owner-occupied, compared with 44 per cent in 1940 (Table 3). The 
1940 ratio seems to have been abnormally low, however, the long- 
term trend toward increasing owner-occupancy having been inter- 
rupted in the 1930’s by the great depression. The trend is more no- 
ticeable for non-farm housing than for all housing or farm housing. 
Owner-occupancy was more common for farm dwellings than for 


TABLE 3* 


OWNER-OCCUPIED DWELLING UNITS AS PERCENT- 
AGE OF OCCUPIED UNITs, 1890-1956t 


Year All Farm Non-Farm 
ae 46.7 64.4 36.5 
45.9 62.8 38.4 
47.8 53.9 46.0 
43.6 53.2 41.1 
55.0 65.7 53.4 
60.0 70.0 59.0 


* Source: U.S. Bureau of the Census data from Housing and 
Home Finance Agency, Eleventh Annual Report, 1957, p. 258. 


t Percentages relate to all occupied units in 1890 and 1940-56 and 
to units reporting tenure in 1900-1930, which included more than 95 
per cent of all occupied units. Estimates are for April 1 except in 1956. 
t March. 


non-farm housing throughout the period, and the shift in population 
to the cities tends to obscure the rising trend of homeownership by 
non-farm families. The proportion of total housing services supplied 
by owner-occupied units increased from 51 per cent in 1940 to 66 per 
cent in 1956.” 

It is not clear whether income tax considerations were an impor- 
tant cause of the shift from renting to homeowning or, to put the 
question more accurately, whether the taxation of imputed rent would 
have significantly retarded the shift. Information on the rate of 
return on consumers’ investment in houses is consistent with the 
hypothesis that homeownerhip has been stimulated by its favorable 
income tax treatment. In 1958 the estimated net rate of return on 


20. Estimated from national income statistics. Expenditures for housing in transient 
hotels, tourist cabins, clubs, schools, and institutions are omitted. Rent of farm dwellings 
is allocated between owner-occupied and tenant units in proportion to the numbers of 
units. 
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owners’ equity in non-farm owner-occupied dwellings was only 2.6 
per cent, compared with an average yield of 4.0 per cent on common 
stocks.” If, however, allowance is made for the federal income tax 
saving attributable to the exclusion of imputed net rent from tax- 
able income and the personal deductions for mortgage interest and 
property taxes, the return on housing equity is equivalent to a tax- 
able yield of 4.2 per cent.” 

Factors other than income taxation no doubt also contributed to 
increasing homeownership. Non-tax factors which presumably were 
influential, and perhaps more important in the aggregate than the 
income tax, include the rise in real income; the increased availability 
of mortgage financing, and, until recently, low interest rates, owing 
partly to government programs; the inflation which has made pos- 
sible large capital gains for homeowners, especially those with large 
mortgages; and the movement of population to the suburbs. It is 
possible that many homeowners do not look on their houses as in- 
vestments in the strict sense and may be willing to pay a premium 
for satisfactions not reflected in estimated rental values. House pur- 
chases by these families may have increased mainly because of ris- 
ing disposable income rather than income tax considerations and 
other factors influencing the rate of return on housing equity. 

To the extent that a shift to owning is encouraged by the income 
tax provisions, there will be an increase in demand for units that are 
most suitable for owner-occupancy relative to demand for rental- 
type units. Generally, this will favor single-family dwellings as 
against multiunit structures and may favor suburban or fringe de- 
velopments over central-area properties. An exception to this gen- 
eralization is the case of co-operative apartments in large cities. 
Advertising for these units often places great stress on the tax ad- 
vantages of owner-occupancy, and tax considerations may be one of 
the strongest motives for buying co-operative apartments. Among 

21. The rate of return on housing investment is based on average owners’ equity of 
$260 billion (interpolated from estimates for early 1954 and early 1959 from the Survey 
of Consumer Finances, Federal Reserve Bulletin, September, 1959, p. 1104) and net rent 
of $6.8 billion (Table 6). The figures for equity and rent are not exactly comparable, 
inasmuch as the estimated equity presumably includes the value of certain appliances, 
whereas the Department of Commerce estimate of rent is for space rental value exclusive 


of the service value of appliances. The yield of common stocks is for the 200 issues in- 
cluded in Moody’s index (Economic Report of the President, January, 1960, p. 205). 


22. The $2.0 billion of tax saving due to the personal deductions raises the return to 
$8.8 billion, or 3.4 per cent on the equity, which is equivalent to a 4.2 per cent yield 
taxable at a weighted marginal rate of 19.5 per cent. The marginal tax rate was computed 
by dividing the $3.2 billion tax saving due to the personal deductions and the exclusion 
by the sum of net imputed rent, mortgage interest, and property taxes on owner-occupied 
non-farm houses ($16.4 billion in 1958; sce statistical appendix). 
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both single-family houses and co-operatives, demand for high-priced 


units will be stimulated relative to demand for low-priced units, | 
since the income tax exclusion and deductions are more valuable to | 


high-income buyers than to lower-income buyers. 


The increase in expenditures for dwellings that are best adapted ) 


to owner-occupancy, particularly by high-income families, may 
cause a rise in market prices of these units. At the same time, market 
prices of rental units may be depressed. It seems unlikely, however, 
that the price changes will be great enough to constitute a major off- 
set to the income tax advantages of homeownership or to limit close- 


ly the effect on real consumption of shifts in housing expenditures. | 


Although the supply of houses is inelastic in the short run, the sup- 
ply of structures is probably highly elastic over a period of several 
years. Land values can be expected to rise as a result of an increase 
in housing demand or a shift toward owner-occupied dwellings, 
which ordinarily use more land than rental units. Additional spend- 
ing induced by the long-standing special income tax treatment has 
presumably resulted in some price rises but mainly in an increase in 
the real consumption of housing and a change in the composition of 
the housing stock. If the income tax advantages of homeownership 
were withdrawn, the housing stock would probably adjust to the new 
demand conditions in a few years. 

Policy implications ——In appraising the economic significance of 
the omission of imputed rent from taxable income it is necessary to 
ask whether the stimulation of housing consumption and the promo- 
tion of homeownership are recognized objectives of public policy. If 
these are policy objectives, a further question is whether the present 
tax treatment is an appropriate and effective means of achieving 
them. If they are not specifically intended, the changes in consump- 
tion and ownership patterns impair the efficiency of resource alloca- 
tion, and the question is whether the loss is great or small. 


Much support can be found for the view that the improvement of 


housing standards is highly desirable, and there are some indications 
that public opinion and government policy accord a special status to 
housing. The emphasis, however, has usually been on slum clearance 
and the provision of minimum facilities for low-income groups and 
the elderly rather than on a general increase in housing consump- 
tion. At times, the promotion of housing construction has been 
favored as a means of stimulating general economic activity. The 
encouragement of homeownership appears to attract wide social 
approval. Homeownership is often thought to be associated with 
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active interest and participation in community affairs and thus to 
have important intangible values. Congress has not explicitly justi- 
fied the present income tax treatment on this basis, but FHA mort- 
gage insurance, Veterans Administration loan guaranties, and cer- 
tain other housing legislation seem to be intended to favor home- 
ownership. The promotion of homeownership involves economic 
costs in the form of a loss of efficiency attributable to a reduction of 
specialization. It probably also decreases geographic mobility, al- 
though some families may become more mobile by virtue of home- 
ownership because it induces them to save more or allows them to 
realize capital gains and thus enables them to finance relocation ex- 
penses by sale of the equity in their house. Amortization payments 
on home mortgages are an important form of individual gross sav- 
ings, but it is not clear to what extent these contractual payments 
induce an increase in net savings. As the main participants in the 
“do-it-yourself” movement, homeowners perform uncompensated 
services of considerable economic significance. These activities prob- 
ably compete mainly with leisure rather than with work at the home- 
owner’s regular employment and therefore represent an increase in 
output, even though the amateur handy man is less efficient than the 
professional carpenter or painter. 

An increase in total housing consumption of 83-9 per cent, which 
may be attributable to the income tax on the assumption that the 
price elasticity of housing demand is about unity, would no doubt 
be considered significant but not of the first order of importance by 
both those who wish to stimulate the housing industry and those 
who regard the effect as an unwarranted diversion of resources. In 
appraising the influence of taxation on housing consumption, more- 
over, the treatment of imputed rent under the federal income tax 
can be regarded as only a partial offset to the differential taxation of 
housing under state and local property taxes. Property taxes on 
owner-occupied houses are much larger in the aggregate than the 
value of the income tax exclusion.** 

On the assumption that promotion of homeownership is a policy 
objective, the present income tax provisions work in the right direc- 

23. In 1958 property taxes on owner-occupied dwellings amounted to $4.8 billion 
(Table 6), compared with $3.2 billion of federal income tax reduction attributable to the 
exclusion of imputed net rent and the personal deductions for mortgage interest and 
Property taxes. The differential property tax on owner-occupied dwellings may be esti- 
mated at approximately $4.1 billion. This is the excess of the actual property tax on these 
dwellings over the tax that would have been levied on them if property taxes had been 


allocated among industries in proportion to gross national product originating in the 
various industries. 
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tion but may be inefficient. The strongest stimulus to homeownership | 
is given where least needed—to those with high incomes and high | 


marginal rates of tax. The revenue cost of the exclusion of imputed 


net rent and the personal deductions for mortgage interest and — 


property taxes is large relative to total federal government expendi- 


tures on housing. The revenue cost with respect to the calendar year | 
1958 was approximately six times average annual federal expendi- 
tures of $492 million for housing and community development in © 


the fiscal years 1955 through 1959.** It seems entirely possible that 
the federal government could give broader and more effective en- 
couragement to homeownership and housing by increasing expendi- 
tures for housing programs in an amount equal to the revenue loss 
attributable to the failure to tax imputed rent. 


IV. IMPLICATIONS OF REVISING THE INCOME TAX 
TREATMENT OF OWNERS AND RENTERS 


The present discrimination between homeowners and renters 
could be eliminated by broadening the income tax base to include 
imputed rent or could be reduced by allowing tenants to deduct 
rental payments from taxable income. Another approach would be 


to eliminate the personal deductions that owners are now allowed for | 


payments of interest and property taxes, without requiring net im- 
puted rent to be included in taxable income. These revisions would 
differ considerably in revenue implications, administrative complex- 
ity, and effectiveness in equalizing taxation of different groups. 
Taxation of imputed rent.—The only exact method of eliminating 
the discriminations between homeowners and renters would be to 
include in taxable income the net rental value of owner-occupied 
dwellings. The computation of imputed net rent would require the 
determination of gross rental value and of allowable expenses for 
depreciation, repairs and maintenance, and casualty insurance, as 


well as mortgage interest and property taxes. Mortgage interest — 


and property taxes would be deductible in the computation of net 
rent, but personal deductions for these items (that is, the privilege 
of deducting them from non-rental income) would be eliminated. 

Administrative problems would be involved. Difficulties would be 
encountered in the measurement of certain deductible expenses, par- 
ticularly in the distinction between repairs and permanent improve- 
ments and in setting annual depreciation allowances, but these dif- 
ficulties would be the same as those now met in the determination 


24. Bureau of the Budget, Federal Budget in Brief for the fiscal year 1961, p. 44. 
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of taxable income of landlords. The unique problem would be the 
estimation of gross rental value. Estimates have always been impor- 
tant in the allocation, between activities and over time, of contrac- 
tual outlays or receipts. Depreciation allowances are an outstanding 
example. The items, however, can nearly always be traced back, 
if necessary, to transactions involving the payment or receipt of 
money or the exchange of property. The estimation of the gross rent 
which an owner-occupied dwelling would command could not be 
referred so directly to a market transaction. It would not be es- 
pecially difficult to make fairly accurate estimates. They are pre- 
pared, as a matter of course, by FHA appraisers and others. But 
a higher standard of accuracy is demanded for income tax assess- 
ments than for mortgage appraisals and many other valuations. 
The estimation of imputed rent would involve the federal income 
tax authorities in a new kind of problem, and it would be necessary 
to deal with a large number of cases. 

In accordance with the American tradition of self-assessment of 
income tax, the procedure for including imputed net rent in taxable 
income would probably begin with the taxpayer’s estimate of gross 
rental value and allowable costs. In support of his estimates the 
taxpayer could be required to give information on original cost of 
the property, the amount of mortgage debt, the assessed value for 
local property taxation, and other relevant details. Unless the tax- 
payers’ estimates were subject to careful review and equalization, 
serious inequities would no doubt arise. A special problem would 
be to keep estimates up to date in periods of changing property 
values. Federal administrators could derive assistance from the 
property tax assessment records of the local governmental units in 
which the property tax is most efficiently applied. In other areas 
the availability of federal income tax valuation data with respect to 
owner-occupied dwellings would offer the opportunity for improve- 
ment of property tax assessments. 

It has been suggested that, in order to minimize the administra- 
tive difficulties involved in determination of imputed net rent, the 
figure be approximated by taking a standard rate of return on the 
owner’s equity in the property, while allowing no deduction for 
interest, depreciation, and other costs.” Taxpayers would presumably 
be given an opportunity to put forward an alternative estimate if 
they considered the standard estimate excessive. The simplicity of 
this approach, however, is deceptive. In most cases the determina- 

25. Vickrey, op. cit., pp. 387-88. 
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tion of capital value and owner’s equity would not be much easier | 


than the direct estimation of gross rental value. The difficulty of 


keeping assessments up to date would be the same under the modi- _ 


fied computations as if an exact computation of imputed rent were 
required. In view of the rapid changes in property values that often 
occur and the experience of depreciation and obsolescence, it would 


be seriously objectionable to take as the owner’s equity original cost — 


minus current mortgage debt. For units of a kind which are seldom 
rented, it is more reliable to estimate gross rental value from capital 
value than net rent from owner’s equity. The relation between net 
rent and owner’s equity varies widely, owing to differences in inter- 
est rates on mortgages, in depreciation rates, and in property tax 
rates. Variations in true property tax rates alone would appear to 
be enough to invalidate the use of any standard rate of return on 
owner’s equity over the country as a whole or even for Internal 
Revenue districts. The simple approximation method would have 
the advantage of avoiding the determination of costs, but two of the 
principal cost items—interest and property taxes—are easily veri- 
fied and are usually deducted by homeowners at present. 

The experience of the United Kingdom in taxing imputed rent 
does not shed much light on the practicability of doing so in the 
United States. In the United Kingdom, rent of owner-occupied 
dwellings has been included in Schedule A income from the begin- 
ning of the income tax, and its taxation is in accord with tradition 
rather than an innovation. The British custom of referring to the 
value of a house as its annual rent rather than its capital value may 
also contribute to popular acceptance of the inclusion of imputed 
rent in taxable income. Property taxes (local rates) are assessed 
against rental value rather than capital value. Since 1948 valuation 
for property taxation (rating) in England and Wales has been as- 
signed to the Inland Revenue Department of the central govern- 


~ 


ment, and the same valuation can serve for assessment of local rates — 


and income tax. The measurement of rent under the British income 
tax is somewhat less refined than the procedure now followed in the 
United States in determining the income of landlords. In the United 
Kingdom no allowance is made for depreciation on residential prop- 
erty. A general deduction, according to a graduated scale ranging 
from one-fourth of gross rent for small properties to a little more 
than one-sixth for large properties, is allowed to cover repairs and 
maintenance and other expenses. The allowance is granted without 
regard to the amount actually spent, but provision is made for relief 
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if the owner’s outlays exceed the statutory allowance over a period 
of years. Local rates and interest payments on mortgages are, in 
effect, deductible in determining net rent.?* 

The administrative problems that would be presented by the 
measurement of imputed net rent with reasonable accuracy do not 
appear to be insuperable or even intrinsically very difficult. These 
problems, however, would be novel for the federal tax authorities. 
The staff that would be required for satisfactory administration of 
this provision would probably be large relative to the total admin- 
istrative force for the income tax. The public would no doubt find 
the new provisions complicated and distasteful. With due regard for 
institutional and political considerations, the taxation of imputed 
rent must be considered difficult but not impossible. 

Deduction of rent——Under the Civil War income tax, tenants 
were allowed to deduct annual rental payments on their residences, 
beginning with the act of 1863. All taxpayers were allowed to deduct 
all federal, state, and local taxes and interest payments. Imputed 
rent was not taxable. The deduction for rent was intended to place 
tenants and homeowners in the same position, but it actually fav- 
ored tenants, since the deduction of gross rent exceeded the sum of 
the deductions and exclusion allowed owner-occupants. Gross rent 
covers depreciation and repairs and maintenance, which were not 
deductible by owner-occupants, as well as taxes and interest, which 
were deductible. The Civil War tax, nevertheless, appears to have 
resulted in much more nearly equal treatment of renters and owner- 
occupants than has been achieved in the modern income tax law.” 
Although allowance of a deduction for rent would reduce present 
inequalities and would involve no special administrative difficulties, 
it cannot be recommended in view of its revenue cost and the favor- 
itism it would show to housing compared with other forms of con- 
sumption. Whereas the present income tax treatment has a stronger 
effect in promoting homeownership than in stimulating consumption 
of housing, the reverse would be true of the Civil War system. It 
might be feasible to modify the approach by allowing tenants to 
deduct only adjusted net rent, defined as gross rent minus an allow- 

26. Royal Commission on the Taxation of Profits and Income, Final Report (Cmd. 
9474 [June, 1955]), pp. 245-60; Harvard Law School, International Program in Taxation, 


— in the United Kingdom (Boston: Little, Brown & Co., 1957), pp. 263-71, 


27. Under present law the exclusion and personal deductions associated with housing 
equal about 66 per cent of gross rent for the average owner-occupant (Table 6) and zero 
for renters. Under the Civil War plan the figures would be 66 per cent for owner- 
occupants and 100 per cent for renters. 
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ance for depreciation and other costs not deductible by owner. | 
occupants.** This would approximately equalize the taxation of | 
renters and owners but would not avoid discrimination in favor of 
housing. The approach would be open to the objection that it might 
serve as a precedent for other, less defensible, deductions. 
Disallowance of personal deductions for interest payments and | 


taxes——Another approach would be to discontinue the personal | 


deductions for payments of interest and property taxes with respect 
to owner-occupied dwellings without requiring imputed rent to be | 
reported for tax purposes. Although it would be quite appropriate to _ 
allow deductions for interest and taxes if imputed rent were included 
in taxable income, it is illogical to allow the deduction (from other 
income) of costs associated with the realization of non-taxable 
income. Congress has explicitly denied deductions for interest on 
“indebtedness incurred or continued to purchase or carry” tax-ex- 
empt securities (Internal Revenue Code, Sec. 265). Subject to this 
limitation, interest payments and taxes are generally deductible, 
regardless of whether related to taxable income. Homeownership, 
however, appears to be the major source of non-business deductions 


of interest and taxes. The general disallowance of such deductions © 


or their disallowance only with respect to owner-occupied dwellings — 
might be supported as a means of equalizing taxation of owners and 


renters. ) 


Quantitatively, the elimination of personal deductions for mort- 
gage interest and property taxes on owner-occupied houses would 
achieve much of the results that could be obtained by taxation of 
imputed net rent. In 1958 the increase in federal income tax liability 
from ending these deductions would have been roughly $2 billion 


($1.1 billion for mortgage interest and $0.9 billion for property ? 


taxes) out of a total of $3.2 billion from full taxation of imputed | 


net rent. The additional revenue would come from the same persons | i 
who would pay more taxes if imputed rent were included in the tax | 
base. There would, nevertheless, be significant differences between — 


the two approaches. 


The disallowance of the interest deduction would lessen the dis- F 


crimination between renters and those who own their dwellings ; 


subject to heavy mortgages. A homeowner with a heavy mortgage _ 
has little net investment in his house, and his position in this respect ~ 


resembles that of a tenant. The disallowance of the interest deduc- | 


28. Donald B. Marsh, “The Taxation of Imputed Income,” Political Science Quarterly, 


LVIII (1943), 531-32. 
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tion would end a difference in taxable income that does not reflect 
a difference in economic income. On the other hand, the elimina- 
tion of the interest deduction would not affect the tax liability of 
persons owning their houses free of mortgage debt and hence would 
do nothing to reduce the present discrimination between this group 
and renters. Among homeowners, the interest deduction has the 
merit of recognizing that owners with mortgages are less favorably 
situated than those without mortgages. Denial of the deduction 
would remove a difference in taxable income of the two classes of 
owners which corresponds to a difference in their real income. 
Elimination of deductions for some, but not all, interest payments, 
moreover, would give rise to rather arbitrary distinctions. A stronger 
case can be made for denying all personal deductions for interest— 
that is, all payments not associated with the earning of taxable 
income—than for disallowing only mortgage interest. Even the 
elimination of all personal deductions for interest would not avoid 
arbitrary or formalistic distinctions. The collateral often does not 
indicate the real purpose of borrowing. Loans to finance consump- 
tion may be secured by stocks and bonds, for example, whereas 
small businessmen may mortgage their houses to obtain capital. 
Taxpayers with a variety of collateral would find a limitation on 
interest deductions less restrictive than those whose only impor- 
tant item of collateral is a house. 

The disallowance of personal deductions for property tax pay- 
ments would reduce the present discrimination between renters and 
owners without introducing a new kind of discrimination or arbi- 
trary distinction. From the point of view of equity, therefore, this 
revision would be more acceptable than the disallowance of deduc- 
tions for interest payments with respect to owner-occupied dwellings. 

Cyclical flexibility of tax yield—Inclusion of imputed rent in 
taxable income would slightly reduce variations in income tax yield 
over the business cycle and hence would decrease the influence of 
the tax as a built-in stabilizer (provided that the revenue yield were 
the same over a whole cycle as at present). Except for a sharp 
decline in the early 1930’s, imputed rent of owner-occupied dwell- 
ings has not shown much cyclical variability. Imputed net rent plus 
mortgage interest and property taxes increased each year after 1946 
but not at a steady rate (Table 1). The year-to-year growth was not 
closely correlated with changes in personal income as a whole or 
with changes in adjusted gross income. In the recession year 1949, 
for example, the percentage growth of imputed net rent, interest, 
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and taxes was the highest experienced between the business-cycle 
peaks of 1948 and 1957. During this period the lowest rate of 
growth of imputed rent and related items was in 1955, a year of 
rapid expansion of general business activity. Imputed rent is s0 
small relative to total personal income and adjusted gross income, 
however, that its inclusion or exclusion from the tax base cannot 
have a great effect on the automatic variability of income tax 
liabilities. 
V. CoNcLUSION 


The exclusion from taxable income of the imputed net rent of 
owner-occupied dwellings, together with the personal deductions for 
mortgage interest and property taxes, discriminates against renters 


and favors high-income homeowners compared with low-income | 


owners. The income tax provisions probably lead to an appreciable 
increase in total housing consumption. Homeownership is stimu- 
lated and with it the relative demand for single-family houses of 


above-average value. House purchases are probably more influenced 


by the personal deductions for interest and property taxes than by 
the exclusion of net rent because the deductions are larger and be- 
cause most buyers acquire their houses subject to large mortgages 
and hence realize relatively little imputed net rent during the early 
years of ownership. The freedom of imputed rent from income tax- 
ation can be defended as a means of promoting homeownership, but 
it appears to be inequitable and inefficient for this purpose. 

The measurement of imputed net rent and its taxation would 
involve difficult, but not insuperable, problems of administration 
and compliance. Short-cut or indirect methods that have been pro- 
posed for accomplishing similar results would be far less satisfactory 
than direct assessment of imputed net rent. 

The inclusion in taxable income of imputed net rent of owner- 
occupied dwellings and the ending of personal deductions for mort- 
gage interest and property taxes would eliminate differences in tax 
liabilities which are hard to defend. This tax reform merits serious 
consideration. 


STATISTICAL APPENDIX 


Net rent of owner-occupied non-farm dwellings in 1958 and mort- | 


gage interest and property taxes on these dwellings were distributed 
among family money-income groups by the following procedure: 
(1) gross rent was allocated among income groups in proportion to 
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the value of owner-occupied houses; (2) property taxes and other 
housing costs except interest on mortgages were allocated in the 
same way as gross rent; (3) interest was allocated in proportion to 
mortgage debt on owner-occupied houses; and (4) net rent was 
estimated as the difference between gross rent and property taxes, 
interest, and other housing costs. 

The estimate of aggregate gross rent of owner-occupied non-farm 
dwellings is that of the Department of Commerce (Table 6). Hous- 
ing costs other than interest were assumed to equal approximately 


TABLE 4* 


PERCENTAGE DISTRIBUTION OF VALUE OF OWNER-OCCUPIED NON- 
FARM HOUSES AND OF MORTGAGE DEBT ON THEM BY 
FAMILY INCOME GROUPS, EARLY 1959 


House VALUE 


FamMiLty Money With Without MoRrTGAGE 
INCOME IN 1958 Mortgages Mortgages Total Dest 
(1) (2) (3) (4) 
Under $2,000........ 3 14 7 2 
$ 2,000-$2,999......... 3 9 5 2 
3,000— 3,999... 5 10 7 4 
4,000— 4,999... 7 10 8 7 
5 ,000— 5,999... 14 10 12 15 
6,000—- 7,499......... 17 12 15 19 
7,500-9,999......... 24 16 21 27 
10,000 and over....... 27 19 24 25 
All classes.......... 100 100 100 100 


* Source: Unpublished estimates of the Board of Governors of the Federal Reserve System, 
based on 1959 Survey of Consumer Finances 


95 per cent of the Department of Commerce estimate of these items 
for owner-occupied farm and non-farm dwellings. Interest on mort- 
gages was separately estimated (Table 6, note to line 6). For 1958 
the items for non-farm units are as follows: 


Billions 
$24.0 
4.6 
Mortgage interest............ 5.0 
7.6 
6.8 


The statistics on the value of owner-occupied non-farm houses 
and mortgage debt on them by family income groups (Table 4) are 
unpublished estimates of the Board of Governors of the Federal Re- 
serve System, based on the 1959 Survey of Consumer Finances. 

The estimates of the federal income tax liability that would have 
accrued if imputed net rent had been included in taxable income 
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and personal deductions for mortgage interest and property taxes 
had been eliminated were derived by application of an estimated 
marginal tax rate to net rent and mortgage interest and property 
taxes in each income class. In estimating the marginal tax rates it 
was assumed that all owner-occupants (1) had adjusted gross in- 
comes equal to the mean money income in their income class, as 


estimated from the Survey of Consumer Finances; (2) filed joint 


returns; and (3) were entitled to $2,200 of exemptions per return. 
Money income as defined in the Survey of Consumer Finances in- 
cludes certain items not included in adjusted gross income but is 


TABLE 5* 


MARGINAL INCOME TAX RATES; NET RENT, MORTGAGE INTEREST, AND PROPERTY 
TAXES ON OWNER-OCCUPIED DWELLINGS; AND POTENTIAL FEDERAL 
INCOME TAX ON IMPUTED RENT: NON-FARM FAMILIES, 1958 


(Money Amounts in Billions) 


MARGINAL 
Famity Money Tax RATE NET INTEREST Income Taxt 
INCOME (Per CENT) RENT AND TAXES Est. A Est. B 
(1) (2) (3) (4) (5) 
Under $2,000.......... $0.8 $0.4 
$ 2,000-$2,999......... 0.5 0.3 
3,000- 3,999......... 20 0.6 0.5 $0.2 $0.2 
4,000- 4,999......... 20 0.6 0.7 0.3 0.2 
5 ,000- 5,999......... 20 0.8 13 0.4 0.4 
6,000- 7,499......... 20 0.9 1.6 0.5 0.5 
7,500-— 9,999..... 22 0.7 0.7 
10,000 and over....... 26 1.6 2:3 1.0 0.9 
All classes.......... 5 6.8 9.6 3.2 2.9 


* Source: Derived from 1959 Survey of Consumer Finances, national income estimates, and Statistics of 
Income (see text). 


t Federal income tax liability due to inclusion of imputed net rent in taxable income and disallowance of 
personal deductions for mortgage interest and property taxes on owner-occupied dwellings. For explanation of 
difference between estimates A and B, see text. 


reasonably comparable; however, property income appears to be 
understated in the survey data (Federal Reserve Bulletin, Septem- 
ber, 1958, pp. 1045-46, July, 1959, p. 702). The figure for exemp- 
tions is the average for all joint returns in 1957 (Statistics of In- 
come, 1957, p. 39). The estimates of the marginal tax rates would 
be the same on the assumption that owner-occupants took itemized 
deductions equal to the average for all joint returns with itemized 
deductions in 1957 and on the assumption that they elected the 
standard deduction. 

Table 5 shows the marginal tax rates, net rent, mortgage interest, 


and property taxes and two estimates of federal income tax liability 


with respect to owner-occupied non-farm dwellings in 1958. Rev- 
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enue estimate A, totaling $3.2 billion, is the one used in the text. 
It is based on the assumption that all mortgage interest and prop- 
erty taxes are claimed as itemized ‘deductions. Although it seems 
likely that a majority of homeowners itemize their deductions, not 
all of them do so. In 1956, the latest year for which data are avail- 
able, the number of federal income tax returns with itemized de- 
ductions and the amounts claimed were as given in the accompanying 
table.” In early 1956 there were 27.3 million owner-occupied non- 
farm houses, of which about one-half (13.7 million) were mort- 
gaged.*° Statistics are not available on the composition of the 


TABLE 6* 


RENTAL VALUE OF OWNER-OCCUPIED DWELLINGS, 1956-58t 
(Money Amounts in Billions of Dollars) 


1956 1957 1958 
Amt. Per Cent Amt. Per Cent Amt. Per Cent 
Gross rental value: 
1. Non-farm dwellings..... . 19.8 94 21.9 94 24.0 95 
2. Farm dwellings......... a 6 1.3 6 1.3 5 
3. Farm and non-farm dwell- 
21.0 100 23.2 100 25.3 100 
Costs 
4. Depreciation...... 3.6 17 3.9 17 4.2 17 
> Ah 4.0 19 4.4 19 4.8 19 
6. Interest on mortgages... . 4.0 19 4.6 20 $.4 20 
7. Repairs and maintenance, 
insurance, and other costs. 3.7 18 3.9 17 4.0 16 
Net rental value: 
8. Non-farm dwellings...... (5.3) (25) (6.1) (26) (6.8) (27) 
9. Farm dwellings......... (0.3) (2) (0.4) (2) (0.4) (2) 
10. Farm and non-farm dwell- 
3.7 27 6.4 28 4.2 28 


* Sources: Lines 1, 4, 5, and 10—Department of Commerce national income estimates, Survey of Current 
Business, Jul 1959, pp- 17, 42. 

_ Line 2—Estimated on megs that 70 per cent of rental value of all farmhouses (as shown in national 
income estimates) is accounted for by owner-occupied units. In 1956, 70 per cent of the number of all farm 
ellings were owner-occupied (Housing and Home Finance Agency, Eleventh Annual Report, 1957, p. 258). 

Line 6—Rough approximation based on materials in Department of Commerce files relating to non-farm 
dwellings and on data on farm mortgages. In making the estimate for farm houses I have allocated 18 per cent 
of total farm mortgage debt to owner-occupied dwellings. Raymond W. Goldsmith’s estimates for 1949 place 
the value of farm residential structures at 18 per cent of the total value of farm structures and land (A Study 
of Saving in the United States (Princeton: Princeton University Press, 1956}, III, 75). 

_ Line 7—Residual. The figure for 1958 is equal to about 1.3 per cent of the value of owner-occupied residen- 
tial structures, which is the average ratio of annual cost of maintenance and repairs to value of non-farm resi- 
dential structures in the —_ 1915-49 (J. Frederick Dewhurst and Associates, America’s Needs and Resources 
(New York: Twentieth Century Fund, 1955], p. 213). 

Lines & and 9—Line 10 allocated in proportion to lines 1 and 2. 


t Space rental value only; excludes utilities and use value of cookstoves, refrigerators, and furnishings. 
may not add to totals because of rounding. 


29. Statistics of Income, 1956, p. 35. 


Number Amount 
(Millions) (Billions) 
All itemized deductions...... . 18.5 $22.6 
17.8 5.8 


30. Estimate based on 1956 Survey of Consumer Finances. 
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deductions for interest and taxes. Perhaps the most plausible as- 
sumption is that nearly all homeowners with mortgage debt itemized 
deductions and that a large proportion of the 17.8 million returns 
with deductions for taxes were filed by homeowners. Estimate B 
is based on the assumption that all homeowners with mortgages 
itemized and that all without mortgages took the standard deduc- 
tion. Estimate B is a closer approximation than estimate A of the 


additional revenue that would be gained if imputed net rent were — 


taxed and the standard deduction continued at its present level. 
It would be reasonable, however, to reduce the standard deduction 
if personal deductions for interest and taxes on owner-occupied 
dwellings were eliminated. 
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SOURCES OF CONSUMER CREDIT: INSTALMENT 
DEBT AMONG INSTITUTIONAL CREDITORS 


Joun T. CroTEAU 
University of Notre Dame 


THE ANNUAL Survey of Consumer Finances in 1956 was extended in 
scope, in order to investigate the socioeconomic characteristics of 
consumers and the institutions which serve their credit needs. This 
material, gathered by the Survey Research Center under the sponsor- 
ship of the Board of Governors of the Federal Reserve System, pro- 
vides statistical information from a nation-wide sample of consumer 
spending units on institutional choices in consumer use of instalment 
credit. This was the first and the only time that the Survey attempted 
to determine by interviews the sources of consumer instalment credit. 
The Survey findings on the sources of consumer credit were reported 
briefly in the July, 1956, Federal Reserve Bulletin. A substantial 
amount of additional statistical information on this subject which 
was gathered by the Survey, however, has not been published. This 
present study is an analysis of these hitherto unpublished data.’ 

After a brief review of consumer debt in early 1956, the distribu- 
tion of the consumer instalment debt held by the different types of 
creditor institutions will be outlined. The creditor holdings will then 
be related to the income, the liquid-asset holdings, the occupational 
grouping, and the family life-cycle of consumer spending units. 
Regional variations by type of credit-granting institution will be con- 
sidered. The purposes of the credits and the type of credit granters 
will be related to consumer incomes. The main characteristics of the 
instalment holdings of the different types of credit-granting institu- 
tions will be summarized, and the factors accounting for this con- 
sumer choice will be evaluated. 

Certain qualifications and limitations of the data should be pointed 
out. The July, 1956, article in the Federal Reserve Bulletin empha- 
sizes “the need for caution in interpreting Survey findings with re- 
spect to personal debt.” One difficulty, possibly accounted for by an 


1. The unpublished statistical tables from the Federal Reserve Economic Behavior 
Program, Study 640 (1956), were made available through the courtesy of the Con- 
sumer Credit and Finances Section, Division of Research and Statistics, of the Board 
of Governors of the Federal Reserve System. The decision to use this material and any 
interpretations drawn therefrom, however, are solely the responsibility of the author. 
See also Board of Governors of the Federal Reserve System, “1956 Survey of Consumer 
Finances: Consumer Indebtedness,” Federal Reserve Bulletin, July, 1956, pp. 690-96, 705. 
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underreporting of instalment debt, is that the aggregates for the 
various credit-granting groups derived from the Survey data are not 


consistent with estimates from other sources. However, the Consult. — 
ant Committee on Consumer Survey Statistics stated: “This is a © 


severe test and a difficult one to apply. The sample may be useful for 
many purposes even though its aggregates do not agree with other 
estimates.’ 

Possibly from the point of view of this study, a more serious short- 
coming is the failure of the Survey to differentiate between certain 


types of credit-granting institutions. While separate information was | 
obtained for most of the types of major credit granters, the Survey — 
combined the data from sales finance companies and consumer | 


finance companies. This was done on the ground that “it was believed 
that consumers could not readily distinguish between these two sets 
of institutions.”* Since sales finance companies concentrate on the 
financing of automobile and “large-ticket” appliances and consumer 
finance companies lend for a variety of purposes, largely in the small- 
loan area, such a combination of data has obscured what might be 
interesting differences. Similarly, commercial and mutual savings 
bank data are combined, and credit-union data are included with data 
from employer loan funds; but these are rather minor points. 

Beyond these difficulties peculiar to the topic under study, there 
are also a number of general technical problems connected with the 
whole Survey procedure—the size and composition of the sample, 
sampling error, etc. Such general questions, however, lie outside the 
scope of this study. But, in spite of possible shortcomings associated 
with the data, it is believed that this material can be useful in reveal- 
ing significant relationships between consumer debtors and institu- 
tional creditors. 


The unit of investigation in the Federal Reserve Surveys of Con- 


sumer Finances is the “spending unit,” defined as follows: 


A spending unit . . . consists of all related persons living together who pool 
their incomes. Husband and wife and children under 18 living at home are always 
considered to be members of the same spending unit. Other related persons in 
the household are separate spending units if they earn more than $15 per week and 
do not pool their incomes. 


2. U.S. Congress, Subcommittee on Economic Statistics of the Joint Committee on 
the Economic Report, Hearings, Reports of Federal Reserve Consultant Committees 
on Economic Statistics (84th Cong., 1st sess. [1955]), p. 257. 


3. Board of Governors of the Federal Reserve System, op. cit., p. 695. 
4. Ibid., p. 690. 
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Sources of Consumer Credit 


In early 1956 about 63 per cent of all spending units reported some 
debt other than charge accounts: about 9 per cent owed only mortgage 
debt, 17 per cent owed both mortgage and personal debt, and 37 per 
cent owed only personal debt. Personal debt, as defined by the Sur- 
vey, includes all short- and intermediate-term consumer debt other 
than charge accounts. Most of this personal debt, however, is instal- 
ment debt; and in early 1956 about 45 per cent of all spending units 
reported that they owed some debt payable in regular weekly or 
monthly instalments.° It is on this group of spending units who owe 
instalment debt, and on their sources of credit, that this study 
focuses. 


TABLE 1* 


CREDITORS OF SPENDING UNITS WITH ]NSTALMENT 
DEBT OUTSTANDING, EARLY 1956 


(Percentage Distribution of Spending Units) 


Per Cent Per Cent 
Commercial and mutual savings eee 51 
Finance company{............... 31 Otherf....... 
Credit union§$...... 9 Not ascertained....... 
*Source: Federal Reserve Bulletin, July, 1956, p. 705. Excludes charge accounts, single-;ayment loans, 


mortgage debt, and business debt. 


t Distribution of spending units by type of creditor may exceed total percentage indebted because some 
spending units were in debt to more than one type of creditor. 


t Includes sales finance and consumer finance companies. 
§ Includes credit unions and employer loan funds. 


| Includes department stores, mail-order houses, furniture and appliance stores, clothing, jewelry, and other 
retail stores 


# Includes insurance companies (policy loans), relatives and other private individuals, doctors, dentists, 
hospitals, and miscellaneous creditors. 


Distribution by type of creditor of this 45 per cent of spending 
units with instalment debt outstanding is shown in Table 1. Since 
some spending units have instalment debt with more than one type 
of creditor, the percentages add to more than 100 per cent. More 
than half the spending units with instalment debt are indebted to 
retail outlets. The next most important source of instalment credit 
is the bank, with 19 per cent of the spending units. Finance com- 
panies—including both sales finance companies and consumer finance 
companies—hold the instalment debts of 14 per cent of the spending 
units. Credit unions with 4 per cent and car dealers and other credit 
granters, each with 1 per cent of the spending units, are the smallest 
creditor types. 


5. Ibid., pp. 690-92. 
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INCOME AND INSTALMENT DEBT 


The percentage of spending units with instalment debt rises as 
income increases up to the $7,500 level, and then it falls off. Only 
20 per cent of the spending units in the lowest-income group have 
any instalment debt. The high is reached in the $5,000-$7,499 in- 
come group, where 56.4 per cent of the spending units have some 
instalment debt. The percentage then drops as income increases, 
although almost one-third of the spending units with incomes over 
$10,000 owe some instalment debt. 

The figures in Table 2 show, in the first column, the percentages 
of the national sample of spending units having instalment debt 
represented by specified income groups. This distribution of spend- 


TABLE 2* 


INSTALMENT DEBT WITHIN INCOME GROUPS, BY TYPE OF CREDITOR, EARLY 1956 
(Percentage Distribution of Spending Units) 


Type or CREDITOR 


ANNUAL INCOME OF Has Finance : Other Creditor 
SPENDING UNIT IN Such Com- Credit Retail Car Credi- Not As- 

1955, BEFORE TAXES Debt Bank pany Union Outlet Dealer tor __certained 
Under $1,000........... 5.2 2.8 3.7 4 6.0 5 Aare 3.4 
$ 1,000-$1,999.... : 9.3 5.5 6.7 Se 10.8 8.6 23.0 5.2 
$ 2,000-$2 ,999 13.3 9.1 16.0 6.7 14.0 23.0 4.9 24.5 
$ 3,000-$3 ,999 14.9 15.0 15.0 $.2 16.9 17.7 12.7 9.9 
$ 4,000-$4 ,999 16.9 18.0 18.1 25.2 59.3 33.5 25.6 14.9 
$ 5,000-$7 ,499 27.7 31.9 26.9 39.3 aoe 8.4 26.8 29.2 
$ 7,500-$9 999... 8.1 10.7 9.2 14.0 6.2 2.9 2.8 8.5 
$10,000 and over 4.6 7.0 4.4 4.0 a3 1.5 4.2 4.6 
All spending units.... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


* Calculated from data in Federal Reserve Economic Behavior Program, Study 640 (1956), Table D-32. 


ing units reveals that there is relatively little instalment debt in 
the lowest- and in the highest-income groups. The greatest concen- 
tration of instalment debtors is found in the $5,000-$7,499 group, 
where 27.7 per cent of the spending units with instalment debt are 
located. The $4,000-$4,999 group is the next most important cate- 
gory. It should be observed that the reporting of the data in unequal 
intervals above the $5,000 level accounts in part for the percentage 
increase in the $5,000-$7,499 group. 

The percentages in the other columns showing the type of creditor 
may be compared with the first column, to show the relation be- 
tween the type of institution and the income groups which it serves. 
Thus instalment credit in banks is used relatively more by the 
higher-income groups than the lower. Finance companies follow the 
average fairly closely. Credit-union borrowing is concentrated in 
the income groups between $4,000-7,499, with alm st two-thirds of 
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the debtors falling within this range and relatively little borrowing 
in the lower-income groups. Retail outlets, on the other hand, have 
a high concentration of instalment debtors among the lowest-income 
groups. This is true among car dealers as well, although with car 
dealers there is a heavy concentration of instalment credit cus- 
tomers in the $2,000-$4,999 groups. Retail outlets, car dealers, 
and other credit granters have relatively little business with the 
highest-income groups, those over the $7,500 level. 


Liguip-AssET HoLpINGs AND INSTALMENT DEBT 


Liquid-asset holdings are closely related to income. Liquid assets 
include all types of United States government bonds, checking ac- 


TABLE 3* 
LIQUID-ASSET HOLDING GROUPS WITH INSTALMENT DEBT 
BY TYPE OF CREDITOR, EARLY 1956 
(Percentage Distribution of Spending Units) 
Type or CREDITOR 


Liquip Assets Has Finance Other Creditor 
HELD By Sucu Com- Credit Retail Car Credi- Not As- 

SPENDING UNITS Dest Bank pany Union Outlet Dealer tor certained 
No liquid assets......... 36.1 25.2 44.4 21.8 42.4 52.5 24.0 24.1 
$ 22.4 28.7 23.7 23.8 23.7 11.3 27.5 
le ee 14.7 17.7 10.7 20.9 13.4 23.6 5.9 20.8 
= —- fae 11.6 13.2 10.3 15.4 9.1 4.5 21.0 3.5 
$ 1,000-$1,999......... 6.8 4.3 7.2 4.5 12.4 13.9 
$ 2,000-$4,999......... 6.1 5.4 | > 8.5 5.4 6.4 2.3 8.6 
$ 5,000-$9,999......... 1.6 1.9 1.0 2.4 1S ee 2.7 11.6 
All spending units... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


* Calculated from data in Federal Reserve Economic Behavior Program, Study 640 (1956), Table D-35. 


counts, savings accounts in banks, postal savings, and shares in 
savings and loan associations and credit unions; currency is excluded. 
The relationship between liquid-asset holdings and instalment debt 
in general is that low holdings of liquid assets are associated with 
relatively high proportions of instalment debt. 

For example, 68.4 per cent of the spending units in the group 
with liquid-asset holdings from $1 to $199 had some instalment 
debt, while only 28 per cent of the group with liquid-asset holdings 
between $1,000 and $1,999 had instalment debt. The percentage of 
spending units with instalment debt decreases as liquid-asset hold- 
ings increase; but there is some instalment debt even in the income 
group with the highest liquid-asset holdings. 

The percentage distribution of the liquid-asset holdings among 
the spending units which hold some instalment debt is examined in 
Table 3. Slightly more than one-third of these spending units—36.1 
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per cent—have no liquid assets. Spending units indebted to banks, 
credit unions, and “other” creditors are below this average, while 
those with debt at finance companies, retail outlets, and especially 
car dealers are significantly higher. The percentage of spending 
units with debt at banks in the asset-holdings groups under $2,000 
tends to be higher than the average and about average above that 
level. Those who make use of finance companies are concentrated 
among the lower asset-holdings groups. Credit-union borrowers have 
higher asset holdings than the average, although none are found in 
the highest asset-holdings category. Spending units indebted to re- 
tail outlets and car dealers are heavily concentrated in the lower 
asset-holdings groups. The “other” creditors category is mixed. 


OccuPATIONAL Groups AND INSTALMENT DEBT 


A relationship exists between the occupations of consumers and 
their use of instalment credit. Spending units the heads of which are 
in the skilled and semiskilled occupational group account for the 
largest occupational group of instalment debtors; and 61.6 per cent 
of this group have some instalment debt. The unskilled and service 
and the unemployed also have relatively high amounts of instalment 
debt. At the other extreme the retired, the farm operators, the self- 
employed, and the housewives and protective service groups have 
relatively little instalment debt. The other occupational groups— 
professional and semiprofessional, managers and officials, clerical 
and sales—cluster around the national average of 45 per cent. 

Again examining only those spending units which hold instalment 
debt, Table 4 analyzes them according to occupational groups by 
type of creditor. A comparison of the first column with the other 
columns leads to a number of interesting observations. Bank bor- 
rowing is more marked among the professional and semiprofessional, 
the self-employed, managers and officials, and the clerical and sales 
groups. Finance companies’ customers are concentrated heavily in 
the skilled and semiskilled group, with less than average representa- 
tion in all the other groups. A heavier than average concentration in 
the skilled and semiskilled occupational group is also found among 
the customers of credit unions, car dealers, and other credit granters. 
Credit unions also obtain a relatively high proportion of their bor- 
rowers from the professional and semiprofessional group—many 
credit unions are organized among teachers and government workers— 
and the unemployed. Retail outlets and other credit granters seem 
to appeal to the unskilled and service as well. 
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Tue Famity Lire-CycLe AND INSTALMENT CREDIT 


The typical life-cycle pattern of instalment borrowing is as fol- 
lows: The young and unmarried make relatively little use of instal- 
ment credit; only two-fifths of the spending units unmarried and 
under forty-five years of age had some instalment debt. The per- 
centage of the spending units with instalment debt increases with 
marriage and with the coming of young children. Spending units 
under age forty-five and with the youngest children under five years 
of age had the highest percentage of instalment debt, 68.1 per cent. 
As children grow older, the percentage of spending units with some 
instalment debt decreases, falling to low levels with older people. 


TABLE 4* 
OCCUPATIONAL GROUPS OWING INSTALMENT DEBT, 
BY TYPE OF CREDITOR, EARLY 1956 
(Percentage Distribution of Spending Units) 


Type or CrEpITOR 
OccuPATIONAL Has Finance Other Creditor 


CLASSES OF Sucu Com- Credit Retail Car Credi- Not As- 
SPENDING Units Dest Bank pany Union Outlet Dealer tor certained 
Professional and semi- 
rofessional... . 90 10.5 6.5 12.5 8.1 5.2 11.2 
Self-employed... .. 5.0 7.4 3.4 2.4 6.3 
Managers and officials. . 5.0 8.2 3.3 6.3 3.7 6.6 10.4 3.5 
Clerical and sale 10.7 12.5 9.6 9.5 10.9 6.5 3.3 8.4 
Skilled and semiskilled. . 39.5 38.2 51.4 42.2 39.3 56.4 49.4 32.5 
Unskilled and service... . 15.1 11.8 14.4 14.1 17.8 12.9 22.2 19.6 
Farm operator........ 2.2 0.7 2.2 1.5 2.8 3.9 
Cmeiped....... 5.7 3.7 5.2 8.0 6.0 5.3 10.3 
Retired....... a ais 2.9 2.1 1.4 1.1 3.5 a2 3.0 6.5 
Housewives and protec- 
tive service........... 4.8 4.9 2.6 2.7 5.6 $3 8.7 1.7 
Allspending units... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


* Calculated from data in Federal Reserve Economic Behavior Program, Study 640 (1956), Table D-33. 


An examination of the percentage distribution of the life-cycle 
classes of spending units and the type of creditor, as presented in 
Table 5, shows less variation than was found in any of the other 
three categories already considered. Banks seem to have slightly 
higher proportions of married spending units among their customers. 
Finance companies show relatively heavier proportions among the 
young unmarried spending units. Credit-union lending is concen- 
trated heavily in the married groups between eighteen and forty- 
four years of age; over two-thirds of the spending units with credit- 
union loans are found in these three categories. Retail outlets follow 
the typical life-cycle pattern, with the highest concentration, 38.3 
per cent, found in the married eighteen to forty-four group with the 
youngest child under five years of age. Both car dealers and other 
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credit granters seem to have relatively more instalment customers 
among those over forty-five years of age. 


REGIONAL VARIATIONS 


A certain regional preference for the different types of instalment 
credit sources is shown in Table 6. Substantially less instalment 
debt is found in the north-central and the northeastern regions; 
less than 40 per cent of the spending units in these regions have in- 


TABLE 5* 


FAMILY LIFE-CYCLE GROUPS OWING INSTALMENT DEBT, 
BY TYPE OF CREDITOR, EARLY 1956 
(Percentage Distribution of Spending Units) 

Type or CREDITOR 


STATUS WITHIN Has Finance Other Creditor 


Lire-Cycie Group Sucn Com- Credit Retail Car Credi- Not 
SpenvDING Unitst Dest Bank pany Union Outlet Dealer tor Acertained 
Unmarried: 
Age 18-44........ : 8.8 6.6 10.7 5.4 7.3 7.9 7.5 2.3 
Age 45 and over...... 5.7 5.2 3.4 0.5 5.3 8.2 PY 5.6 
Married: 
Age 18-44, no children. 9.4 10.3 10.0 10.3 8.4 20.0 5.7 8.4 
Age 18-44, youngest 
child under 5....... 33.6 35.9 33.3 38.3 38.8 24.4 31.8 45.6 
Age 18-44, youngest 
child 5 or over. . 13.0 12.6 15.0 18.8 13.0 6.7 5.8 2-4 
Age 45 and over, with 
children under 18... 12.6 14.2 14.0 10.2 10.6 25.2 83.3 8.2 
e 45 and over, no 
children under 18. . 12.6 12.0 10.7 9.9 11.5 7.6 23.9 18.3 
4.3 3.2 2.9 6.6 §.3 4.5 
All spending units... 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 


* Calculated from data in Federal Reserve Economic Behavior Program, Study 640 (1956), Table D-34. 


t Single spending units include unmarried, widowed, separated, and divorced persons without children. 
Married spending units include only those in which both husband and wife are present. “Other” spending 
units include various combinations of adults and children that do not fall in either single or married group, 
and spending units for which family status data were not ascertained. Age refers to head of spending unit. 


TABLE 6* 


INSTALMENT DEBT BY TYPE OF INSTALMENT CREDIT 
SOURCE BY REGION, EARLY 1956 


(Percentage Distribution of Spending Units) 


TYPE oF REGION 
INSTALMENT ALL SPEND- North- North- 

Crepit Source inc UNITS east central South West 
Has no such debt..... 55.2 60.3 61.6 48.7 46.0 
Has such debt........... 44.8 39.7 38.4 51.3 54.0 
19.3 20.8 15.2 20.4 237 
Finance company...... 14.0 9.8 14.2 16.6 15.9 
Credit union.......... 3.6 3.0 3.4 2.6 6.7 
Retail outlet.......... 23.4 18.8 19.9 27.7 30.3 
0.5 0.7 2.4 1.6 
Other creditors........ 1.0 ee 0.9 0.9 1.7 
Not ascertained........ 1.7 1.5 1.4 1.4 3.1 
100.0 100.0 100.0 100.0 100.0 


* Source’ Federal Reserve Economic Behavior Program, Study 640 (1956), Table D-36. 
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stalment debt, but in the South and in the West over half the spend- 
ing units have some instalment debt. A comparison of the first 
column—the national percentages of creditor preference—with the 
columns showing the percentages of instalment debt with the vari- 
ous credit-granting institutions gives some indication of regional 
preference for the different types of instalment credit sources. Banks 
are used slightly more than average in three of the regions; in the 
north-central region, however, there is a distinctly smaller share of 
instalment credit with banks. Finance companies, it seems, are used 
relatively less in the Northeast and slightly more in the South and 
the West. Credit unions seem to be extremely popular in the West, 
where their use is almost double the national average, but they have 
a below-average use in the South. Instalment credit in retail outlets 
is used more in the South and West than in the other two regions. 
Instalment credit with car dealers seems to be more important in 
the South than in any other region. Other credit granters are a 
minor element in instalment credit and show no significant regional 
variations. 


AGGREGATE INVESTMENTS OF INSTALMENT CREDITORS AND 
Purpose oF LOANS 


Another way of evaluating the importance of the various types 
of instalment credit granters is to examine the relative proportions 
of aggregate amounts which the various institutions have outstand- 
ing in instalment debt. This is shown in Table 7, where both the 
purpose of the debts and the incomes of the borrowers are considered. 

Finance companies with 46.6 per cent of the aggregate have the 
largest amounts invested in automobile instalment debt, followed 
closely by banks with 42.1 per cent of the aggregate. Credit unions 
account for almost 7 per cent of the aggregate. Car dealers hold 
a minor amount, only 3.6 per cent. 

Retail outlets hold more than half the instalment debt on “other 
durables.” Banks hold a little less than one-quarter, and finance 
companies about one-eighth of “other durables” indebtedness. 

The bulk of instalment debt for “additions and repairs” is held 
by banks, about 66 per cent of the total. The other major instalment 
credit-granting institutions—finance companies, credit unions, and 
retail outlets—each hold slightly less than 8 per cent of the total 
instalment indebtedness for additions and repairs. Indebtedness on 
“non-purchase” instalment loans—generally referred to simply as 
“personal instalment loans”—is held as follows: banks, 43 per cent, 
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finance companies, 31.7 per cent, and credit unions, 11.6 per cent. 

The general picture is modified somewhat if the purpose of the 
credit is considered in relation to the incomes of the borrowers, 
With low-income spending units, where incomes are under $3,000, 
the vast bulk of both automobile and non-purchase financing is in 
the hands of the finance companies, and about 60 per cent of the 
“other durables” is held by retail outlets. Only in the area of “ad- 
ditions and repairs” does bank financing predominate. It might 
also be observed that in this low-income group credit unions hold 


TABLE 7* 


PERCENTAGE DISTRIBUTION OF AGGREGATE INSTALMENT DEBT, 
BY PURPOSE OF DEBT AND BY TYPES OF CREDIT GRANTERS, 
WITHIN BROAD INCOME GROUPS, 1956 


Finance Other Not 
Com- Credit Retail Car Credi- Ascer- 


Purpose of Debt Bank pany Union Outlet Dealer tor tained Total 
All spending units: 
(a ee 42.1 46.6 6.7 t 3.6 0.8 0.2 100.0 
Other durables. . 23.4 12.4 4.3 0.6 2.2 100.0 
Additions and repairs... . 65.9 7.9 LB, 7.8 1.4 9.5 100.0 
Non-purchase.... ; 43.0 31.7 11.6 0.7 0.5 3.7 8.8 100.0 
Incomes under $3,000: 
Ds sccelisedesedcnceee 28.9 63.2 1.9 t 5.5 0.5 t 100.0 
18.1 15.9 3.6 59.7 0.4 2.3 100.0 
Additions and repairs... .. . 7.7 6.6 10.0 4.7 16.0 100.0 
Non-purchase. . TELET 19.0 73.3 2.8 t 4.0 0.9 100.0 
Incomes $3, 000-84, 999: 
Autos.... at 43.6 42.1 7.8 5.9 0.6 t 100.0 
Other durables. . oe 24.6 13.6 4.5 53.7 | 0.7 2.9 100.0 
Additions and repairs... 63.4 18.1 t 7.8 t 10.7 100.0 
Non-purc 29.1 38.2 7.1 1.5 2.0 4.7 17.4 100.0 
Incomes $5 ,000 of more: 
utos. ‘ 44.5 44.9 7.3 t 2.0 1.0 0.3 100.0 
Other durables. . ee 9.8 4.4 58.7 t 0.3 1.7 100.0 
Additions and repairs. . 3.6 10.8 7.4 1.3 7.8 100.0 
Non-purchase.............. 55.0 19.0 15.7 0.5 t 28 6.7 100.0 


D > eee Unpublished data from Federal Reserve Economic Behavior Program, Study 640 (1956), Table 
-19, 
t No cases reported, or less than 0.05 per cent. 


only a small amount of instalment debt, relatively much less than 
with the higher-income groups. 

Banks and finance companies hold about the same proportion of 
automobile instalment debt owed by spending units in the $3,000- 
$4,999 income group. Again, with this income group, retail outlets 
predominate in the financing of durables, and banks dominate in 
the instalment financing of additions and repairs. For non-purchase 
instalment loans in this $3,000-$4,999 group, the share of finance 
companies drops to about half of that which they finance with the 
lowest-income group, and the aggregates contributed by banks and 
credit unions increase substantially. 

Moving to the highest-income group—spending units with in- 
comes greater than $5,000—almost the same pattern holds with 
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automobile financing as was found in the $3,000-$4,999 group, with 
the finance companies leading slightly. In the other three categories 
of purpose, however, the share of financing going to the finance 
companies drops drastically. The credit unions gain substantially 
in the financing of “additions and repairs” and “non-purchase” 
instalment loans. As previously, retail outlets dominate in the 
financing of durables. Car dealers, as financing organizations, do 
the greatest relative amounts of financing with the lowest-income 


TABLE 8* 


PERCENTAGE DISTRIBUTION OF SPENDING UNITS BY PURPOSE 
OF NON-PURCHASE INSTALMENT DEBT, WITHIN 
CREDITOR GROUPS, 1956 


(Percentage Distribution of Spending Units 
Holding Such Debt) 


ALL Spenpinc Units Owrnc Dest 
Finance 


Purpose Bank Company Othert 
Cor. . 5.4 6.2 
Other durables............ t 
Consolidation of debt....... 28.0 55.5 40.7 
Travel-education........... 8.6 3.8 2.8 
t 0.9 
2.8 3.7 t 
Down payment on house 13.3 7.0 7.9 
24.1 22.2 36.4 
Not ascertained 7.4 au5 9.6 
100 .0§ 100.0§ 100.0§ 
r “en eqattened data from Federal Economic Behavior Program Study 640 (1956), 
a 


~All credit unions, retail outlets, insurance companies, relatives or other 
individuals, doctors, dentists, and hospitals. 


t No cases, or less than 0.05 per cent. 
§ Total may add to more than 100.0 per cent because spending units may incur 


more than one non-purchase instalment debt. 
groups. From this table it is difficult to evaluate the part played 
by “other” creditors in instalment financing. 

The non-purchase instalment loans are analyzed further in Table 
8. This table considers the percentage distribution of spending units, 
not aggregate investment as did Table 7. The data in Table 8 are 
reported only for three types of credit-granting institutions: banks, 
finance companies, and “other.” Since 70 per cent of the non-pur- 
chase instalment debt of all creditors, apart from banks and finance 
companies, was carried by credit unions, it can be assumed that 
over two-thirds of the spending units in the “other” category are 
indebted to credit unions. By far the most important purposes for 


ent, 
the 
ers, 
00, 
sin 
the | 
| 
ight 
| 
| 
| 
| 
100.0 | 
100.0 
100.0 | | 
0 0 
100.0 
100.0 
100.0 = 
100.0 
100.0 
100.0 
100.0 
100.0 
00.0 
100.0 ; 
100.0 
Table 
| 
jan 
of | 
)0- 
lets 
ase 
nce | | 
the | 
ind 
| 
ith | 
| 


542 The Journal of Finance 


non-purchase instalment lending are the payment of medical bills 
and the consolidation of debt. Spending units indebted for such 
purposes accounted for 59 per cent of those carrying non-purchase 
instalment loans in banks, 78 per cent in finance companies, and 
69.5 per cent with other lenders, largely credit unions. Travel, edu- 
cation, and down payment on house are relatively more important 


with bank lending than with other types of credit granters. This — 


table still leaves unaccounted for the purpose of from one-quarter 
to more than a third of the non-purchase instalment loans. 


CHARACTERISTICS OF INSTALMENT CREDITORS SUMMARIZED 


In general, the spending units which owe instalment debt to 
banks tend to be above average in income, have larger than average 
liquid-asset holdings, and come more from the professional and 
semiprofessional, the self-employed, and the clerical and sales oc- 
cupational groups. While all the instalment creditors in their credit 
granting follow fairly closely the typical family life-cycle borrow- 
ing pattern, consumers who borrow from banks are more often 
found among the married units. Bank instalment credit holdings are 
much below average in the north-central region and slightly above 
in the West. Relating the purpose of the loans and the incomes of 
the spending units to the aggregate instalment debt, it appears that 
banks are second in importance to finance companies in holdings of 
automobile paper, are second to retail outlets in the financing of 
other durables, and lead all the creditor institutions in the extension 
of loans for additions and repairs and for non-purchase credit. Bank 
financing is most significant, however, with the upper-income groups. 

Because of the combining of the figures on credit granted by 
sales finance companies and by consumer finance companies, it is 
difficult to reach any very reliable generalizations concerning this 
creditor group. Within the limitations of the data, however, it 
would seem that the spending units which use finance companies are 
close to the average in income distribution, have low asset holdings, 
are concentrated in the skilled and semiskilled occupational groups, 
and are probably found most frequently among the younger spend- 
ing units in the family life-cycle. In aggregate amounts of instal- 
ment credit outstanding, finance companies lead in the financing of 
automobiles and are second to banks in non-purchase loans. They 
have a rather minor importance in the financing of durables and 
additions and repairs. Finance companies seem to be used least in 
the Northeast and most in the South. The service of finance com- 
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panies is relatively most significant among the lowest-income groups, 
and, except for the area of automobile financing, their importance 
drops as the incomes of the spending units increase. 

Credit-union instalment lending is carried on largely among the 
middle-income spending units, those with incomes from $4,000 to 
$7,500. These spending units have higher than average liquid-asset 
holdings and are found largely in the skilled and semiskilled, the 
professional, and the unemployed groups. In the family life-cycle 
they are heavily concentrated among the younger married units, 
from eighteen to forty-four years of age. Credit unions are most 
popular in the West and least popular in the South. The importance 
of credit unions in aggregate instalment financing is a distant third 
to banks and finance companies. Their greatest relative importance 
is in non-purchase loans—largely for medical expenses and the 
consolidation of debt. They seem to make their greatest relative 
contribution among the highest-income groups, those with incomes 
greater than $5,000. 

Instalment debts with retail outlets, on the other hand, are great- 
est among the lower-income groups, those with low asset holdings, 
following an almost normal occupational grouping, with possibly a 
slight emphasis among the unskilled, the service, and the house- 
wives groups, and showing a pretty typical life-cycle borrowing 
pattern. Regionally, they are most significant in the South and the 
West and least important in the Northeast and north-central regions. 
For aggregate financing, retail outlets are important chiefly in the 
financing of durables other than automobiles; in this area of financ- 
ing they account for more than half the aggregate at all levels of 
income. 

Instalment paper held by car dealers is heavily concentrated in 
the low-income groups, those with exceptionally small liquid-asset 
holdings, and in the skilled and semiskilled and farm operator 
groups. Debts to car dealers do not follow the typical family life- 
cycle pattern and are found more among young married couples 
without children and among the older groups. They are found 
most in the South, and their importance in the aggregate of con- 
sumer financing is almost negligible. 

With “other” creditors, the picture is not clear: use of instalment 
credit is heavy in the $1,000-$1,999 income group, but liquid-asset 
holdings of the debtors are frequently higher than among the other 
creditor categories. The occupational grouping of the debtors finds 
higher than average credit extension to the skilled and semiskilled, 
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the unskilled, service, and housewives, and double the average 
among the classification “managers and officials.” Use of credit is 
greatest among the older groups. There is little regional variation, 
and the importance of “other” creditors in aggregate financing is 
slight. 


Factors INVOLVED IN THE CHOICE OF A CREDITOR SOURCE 


Those with higher incomes have, in all likelihood, established 
banking connections—three-quarters of the spending units with 
instalment debt at banks held some liquid-asset holdings—and are 
able to approach the bank for a consumer loan. At the other ex- 
treme, retail outlets, the most widely used source of consumer 
instalment credit, serve predominantly the lower-income groups, as 
do the car dealers. Credit-union lending is concentrated in a narrow 
income spectrum, reflecting its organizational base. Finance com- 
panies follow the average income distribution, probably because of 
the mixture of sales finance and consumer finance statistics in the 
Survey data. 

The number of income receivers in a spending unit is important. 
Spending units with only one income receiver reported instalment 
debt less frequently than did those with more than one wage earner. 
While this has not been related in this study to the choice of a 
source of credit, it is reflected in differences in income, family 
status, and perhaps other factors. 

In each income bracket, spending units with small or no liquid 
assets reported instalment debt with greater frequency than did 
those with large holdings. Banks—and credit unions—have a larger 
proportion of spending units with liquid-asset holdings than do 
other creditor sources. Possibly the holders of liquid assets, par- 
ticularly bank deposits, have established banking relations and so 
are eligible for loans. However, the size of the liquid-asset holdings 
does not appear to be particularly significant. 

Occupational groups show distinct preferences for creditor sources. 
Of the spending units with instalment debt, over two-thirds in the 
managerial group and more than half in the professional and the 
self-employed groups reported debts with banks. Conversely, these 
three groups had low instalment debt involvement with retail out- 
lets. The skilled and semiskilled group favored finance companies, 
credit unions, and, to a minor degree, car dealers and other credit 
granters. The unskilled and service groups tended to use retail out- 
lets and other creditors. 
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The Survey touched briefly on the relative use of instalment 
credit by Negroes and whites. A third more spending units headed 
by Negroes reported instalment credit than did those headed by 
whites. Below the $3,000 income level, half the Negro spending 
units reported instalment debt, compared with only one-third of the 
white spending units in this category. While this racial comparison 
was not related to the instalment credit sources in the Survey, it 
is likely that, since a considerable proportion of the patrons of 
finance companies and retail outlets are from the low-income groups, 
they include a relatively large proportion of Negroes. 

In conclusion, then, consumer preferences for the various types 
of institutional sources of instalment credit would seem to reflect 
the incomes, the liquid-asset holdings, and the occupations of the 
heads of the spending units. The family life-cycle, however, does 
not seem to be an especially pertinent factor in the choice of a 
credit source. 
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COMMUNICATIONS 


A NOTE ON THE USE OF INDEX CLAUSES ABROAD 


JoHN HeEINn* 
Federal Reserve Bank of New York 


IN view oF the current discussion on variable annuities in this 
country and of the recent debate on constant-purchasing-power 
bonds both here and in the United Kingdom,} the article on French 
index bonds in the December, 1959, issue of this Journal" will 
undoubtedly stimulate interest in the foreign experience with such 
securities and with index clauses in general. As the author of the 
article points out, the variable-return bond “is a financial instru- 
ment significant beyond the confines of the French capital market” 
and “has been imitated outside France.’”* It may be debatable 
whether other foreign countries have merely “imitated” the French 
model or decided to experiment on their own, but it is certainly 
true that clauses linking security redemption values (and occasion- 
ally interest payments) to a specific index have been employed 
abroad fairly extensively during much of the postwar period. In 
some countries, moreover, such clauses have been applied not only 
to bond issues but to other financial contracts as well. The present 
note gives a brief, comparative survey of the various financial sec- 
tors to which indexation has been applied abroad and of the tech- 
niques and index links that have been adopted. 


I. THE SPREAD OF INDEXATION 


Index clauses in financial contracts, of course, antedate the post- 
war period. The classic devices of index-clause protection—the gold 

* The views the author expresses are his own and are not meant to reflect those of 
the Bank. 


1. Cf. Joint Committee on the Economic Report, Monetary Policy and the Manage- 
ment of the Public Debt (82d Cong., 2d sess. [Washington, 1952]), pp. 142-45, 888-89, 
1097-1114, and Committee on the Working of the Monetary System, Report (Cmd. 827 
[London: H.M. Stationery Office, 1959]), pp. 211-12. 


2. Alek A. Rozental, “Variable-Return Bonds—the French Experience,” Journal of 
Finance, December, 1959, pp. 520-30. 


3. Ibid., p. 528. 
4. Ibid., p. 530. 
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clause and the exchange guaranty in government loans—go back 
to the last century and even earlier.” During the German hyperin- 
flation of the 1920’s, various other index ties were introduced, with 
money claims denominated in terms of the price of coal, wheat, 
rye, potash, etc. In the United States an investment company in 
1925 floated a bond issue tied to the Bureau of Labor Statistics 
wholesale price index, at the initiative of Irving Fisher, who was a 
partner in the company.® However, it was not until the post-World 
War II period, when many foreign countries experienced violent 
inflation, that indexation was introduced on a large scale on various 
capital markets. Apart from France, application of the index 
clause to financial contracts has been most common in Finland‘ 
and Israel.* To a lesser extent, indexation has also been employed 
in Chile, Communist China, and Iceland; and there have been scat- 
tered examples of it in Argentina, Austria, Brazil, Denmark, Greece, 
Japan, Luxembourg, Mexico, Morocco, Poland, Sweden, and Swit- 
zerlend.° 

Forms of investment under which funds are committed for a 
relatively long period of time, such as bonds and life insurance, 
have, of course, been the most prominent examples of index-linking. 
The first index bonds of the postwar period were issued in Finland 
in 1945 and in France the following year. However, these issues 
were not offered for subscription. In Finland the bonds were issued 
to the refugees from the lost territories, and in France to the former 
stockholders of the nationalized coal and electric and gas industries. 
Indexed bonds were first offered for subscription in Israel in 1948, 
in Communist China in 1950, in Finland, France, and Sweden in 
1952, and in Austria in 1953. Index-linked bonds, in iact, repre- 

5. Cf. A. Nussbaum, Money in the Law—National and International (Brooklyn, 
1950), Sec. 15. 


6. However, the issue was converted into stock after a few years (cf. Irving Fisher, 
Stable Money [New York, 1934], p. 112). 


7. Cf. the articles by T. Junnila in the Economic Review of Kansallis-Osake-Pankki, 
No. 4 (1955), pp. 173-79; No. 1 (1957), pp. 3-12; No. 1 (1958), pp. 3-5, and the 
articles and notes in various issues of the Monthly Bulletin of the Bank of Finland, in- 
cluding articles by L. Levamaki, March-April, 1956, pp. 18-21, and R. von Fieandt, 
September, 1957, pp. 18-21. 


8. Cf. Bank of Israel, “Purchasing Power Guaranteed Securities in Israel,” Bulletin, 
July, 1956, pp. 24-28, and H. Gemmill, “‘Inflation-proof’ Bonds Are the Rage in 
Israel,” Wall Street Journal, February 9, 1956. For a summary of both Finnish and 
Israeli index practices, cf. also United Nations, Economic Commission for Latin 
America, “Index Clauses in Deferred Payments,” Economic Bulletin for Latin America, 
October, 1957, pp. 73-75. 


9. Cf. J. Linnamo, “The Index-Clause Systems of the Money and Capital Market,” 
Kansallis-Osake-Pankki, Economic Review, No. 2 (1958), pp. 72-79. 
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sented the bulk of new issues in Finland, France, and Israel in 
certain years during the late 1950’s. In the 1956-57 period, for 
example, such bonds accounted for 60 per cent of new flotations in 
France, about 90 per cent in Israel, and close to 100 per cent in 
Finland.”° 

The central government has often taken the lead in offering in- 
dexed bonds, and in Finland has been virtually the sole issuer of 
such securities. In Israel, semigovernmental agencies and local au- 
thorities also have issued this type of bond. In France, on the other 
hand, the major part of index-tied borrowing has been done by both 
private and nationalized industry. 

In both Finland and Sweden the national pension schemes have 
been provided with index clauses, as have private life insurance poli- 
cies in Finland and various life and annuity policies in Denmark, 
France, and Israel. Other forms of savings, including savings de- 
posits, have likewise been index-linked in a number of countries. 
The linking of deposits was first introduced by Communist China in 
1949 but has been employed most widely in Finland under a scheme 
that was started in 1955, broadened in 1957, and simplified again at 
the beginning of 1959. In Iceland, index-linking has been applied 
to the savings deposits of school children. Special contractual sav- 
ings programs with built-in index features have been popular in 
Israel, such as regular savings plans for the acquisition of citrus 
groves or of apartments in new building developments. In France, 
savings banks similarly have made available special indexed ac- 
counts for savings that are accumulated for home-building purposes. 

Finally, in addition to such linking of privately held financial 
assets, in at least one country the government has sought to protect 
some of its own lending against a decline in domestic (or external) 
purchasing power. In Israel, long-term loans made by the govern- 
ment to develop certain sectors of the economy have been index-tied 
since 1954, as have the government loans that supplement the con- 
tractual savings accumulated for the purchase of citrus groves.” 


II. INDEXATION PRACTICES 


Among the actual reference indexes employed, the classic devices 
of the gold clause and the exchange guaranty are still being used to- 
day. The 1952 and 1958 Pinay loans in France provide modern 


10. Ibid., p. 75. 


11. These latter loans, which are equal to half the purchase price, permit participants 
in the savings scheme to take possession of the groves after having paid in the first half 
over a five-year period (cf. Bank of Israel, Annual Report 1955, p. 213). 
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examples of the use of the gold clause, although both issues are 
linked to the price of the 20-franc gold coin rather than to that of 
gold."* In Finland some bonds have been linked to the rate for the 
British pound, and in Argentina a private stock issue, floated in mid- 
1959, provided for dividend payments linked to the peso-dollar 
rate.!* In Israel subscribers to nearly all indexed bond issues have 
been given the choice between a dollar clause and a price-index 
clause,'* while the government’s citrus-grove loans are linked to 
changes in the exchange rate at which the government converts the 
proceeds of citrus exports. 

However, with indexation intended above all as protection against 
a decline in purchasing power, a large number of index clauses pro- 
vide for adjustments in terms of a price index. The cost-of-living in- 
dex has generally served as the base of reference in Finland, Ice- 
land, Israel, Mexico, and Sweden, although in Finland the wholesale 
price index, as well as its domestic-prices component, has also been 
used. In some countries much simpler reference indexes—but per- 
haps equally representative of domestic purchasing power in that 
particular environment—have been employed. Thus in Communist 
China the reference index for savings deposits has been the daily 
computed price index for a “basket” of essential commodities, con- 
taining stipulated quantities of medium-grade rice, cotton, peanu* 
oil, and coal briquettes.’® Different Chinese provinces later used 
“baskets” more typical of goods consumed there. 

Price indexation has often also been based on specific prices or 
costs rather than on the over-all price level. Japan has employed as 
an index the price of rice and Chile the price of wheat (for agricul- 
tural development bonds) and of concrete construction (for housing 
bonds).’° In Switzerland, a 1957 bond issue by a consumer co- 
operative was linked to the interest rate on the cantonal banks’ 
medium-term deposit certificates (bons de caisse).’* In some coun- 
tries, moreover, indexation has been in terms of the price of the 


12. Cf. “M. Pinay’s Hedge,” Financial Times, June 17, 1958. 


13. Cf. “A Dollar-guaranteed Share,” Review of the River Plate, August 12, 1959, pp. 
12-13. 


14. In the case of government development loans, however, the borrower has the 
choice between these two clauses. 


15. Cf. J. Marquez, “Bonos de poder adquisitivo constante,” El Trimestre econdmico, 
January—March, 1954, pp. 39-40, and United Nations, op. cit., p. 76. 


16. United Nations, loc. cit. 


“an a de Banque Suisse, “Les Emprunts indexes, un reméde?” Builetin, June 
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borrower’s own product—such as electricity in Austria,'* coal, elec. 
tricity, and railroad travel in France,’® and cement in Israel. Certain 
Israeli debentures have been convertible into common stock or di- 
rectly into the borrower’s “product”—such as plots of land, citrus 
groves, or apartments—at the prices prevailing at the time of issue. 
Of course, this form of index-linking in terms of one particular 
product preserves the lender’s purchasing power only to the extent 
that he is willing and able to consume (or resell) that product. In 
the case of public utilities or nationalized industries, moreover, the 
price of the product may be kept artificially low by government 
regulations or subsidies—although the cost of living may, of course, 
be manipulated in the same fashion. The borrower’s obligations, on 
the other hand, will increase under this type of price link only to the 
extent that prices obtained by him have risen. 

One situation wherein the lender is definitely interested in a spe- 
cific “commodity” arises in the case of payments into savings ac- 
counts set up for a given purpose. In several instances such savings 
have been tied specifically to the cost of the particular project as 
reference index, in order to protect the investor’s equity up to the 
time the full amount is accumulated. Thus, in France, savings for 
home building have been linked to construction costs, and in Israel 
the special contractual schemes for the acquisition of apartments 
and citrus groves have been linked to the costs of construction and 
of citrus groves, respectively. In the Israeli schemes it is, however, 
the saver himself who bears the burden of “protecting” his equity, 
since index-based adjustments apply to the monthly payments still 
outstanding, forcing him to increase his payments if construction 
costs or the price of land rises.” 

Since periods of relative price stability may easily cause disillu- 
sion with price-indexed securities (which normally yield less than 
comparable non-indexed assets), non-price types of indexation have 
also been developed to attract savings. Some countries have adopted 
index formulae that enable the investor to “gamble” on prosperity 
and economic expansion rather than on loss of purchasing power. 
This type of index link may refer to the expansion of economic 
activity in general or to the growth of the borrower’s business in 


18. Cf. Oesterreichische Nationalbank, Mitteilungen, June, 1953, p. 302. 


19. The French railway issue of 1953, for instance, provided for interest on a 10,000- 
franc bond to be paid either in an amount equal to 80 times the price of 1 kilometer’s 
travel in third class or in third-class tickets good for 100 kilometers and valid for 
two years. 


20. Cf. United Nations, op. cit., p. 75, and Bank of Israel, Annual Report 1955, pp- 
212-14. 
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particular." Thus three French government issues, floated in 1956 
and 1957, were linked, respectively, to the industrial production in- 
dex, the combined indexes of French stock and (indexed) bond 
prices, and the stock price index alone. Various issues of French na- 
tionalized industries have been linked more directly to the volume 
of business of the borrower by using as reference index, for exam- 
ple, output of electricity, gross receipts of public utilities, productiv- 
ity in the coal industry, and production volume in the automobile 
and steel industries.** 


THe Extent or INDEX-LINKING 


The index link generally applies to the principal alone, with in- 
dexation of both principal and interest limited to a few Finnish, 
French, and Israeli bond issues. Indexation of interest only would 
hold much less attraction for the investor and is seldom employed. 
However, in the case of the one index-tied Swiss bond issue, indexa- 
tion applied only to interest payments, and for one Israeli issue, the 
coupons entitled the bondholders to purchase cement at a price 
fixed in advance. 

The actual extent of linkage is usually restricted further by con- 
fining indexation to only part of the covered component, such as a 
specified percentage of either interest or principal.** In the case of 
the Israeli government’s long-term development loans, for example, 
the index coverage increases gradually with the life of each loan, 
reaching a maximum of 70 per cent for maturities of 8 years or 
longer. Or—and this amounts to the same thing—the extent of in- 
dexation may be restricted by adjusting the value of the financial 
asset or of the interest by only a given percentage (e.g., 50 per cent) 
of the change in the base index. For one and the same asset, such 
ratios may, of course, differ for principal and interest. The extent of 
index coverage may be affected, moreover, by the fiscal treatment 
given the indexed asset. Thus, in Finland, savers at one time had the 
choice between deposits that were fully protected against loss of 
purchasing power but subject to all income and property taxes and 
deposits that were only 50 per cent covered but fully tax-exempt.** 


21. It is believed, incidentally, that in case of litigation such a clause, entitling the 
lender to a share in the borrower’s fortunes, may be more enforcible than a purchasing- 
power guaranty. It would seem debatable, however, whether the French nationalized 
industries “made the first large-scale use of non-monetary indexes” just for that reason 
alone, as Rozental implies (op. cit., p. 521). 


22. Ibid., pp. 521-22, and Bank for International Settlements, Personal Saving and Its 
Promotion (C.B. 290), April, 1958, p. 16. 


23. Bank for International Settlements, op. cit., pp. 16-17. 
24. Ibid., p. 28. The fully indexed type was discontinued at the beginning of 1959. 
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Finally, in some cases the index link becomes operative only after 
the reference index has broken through a specified floor, and in 
others the link ceases to apply after a specified ceiling has been 
reached. For instance, in Finland the index clause applicable to say- 
ings deposits was to become effective only when the cost of living 
had risen to 106, or by 7 per cent over its level at the time indexed 
deposits were introduced. In Sweden, on the other hand, the terms 
of a consumer co-operative loan, issued in 1952, stipulated that re- 
payment of principal could not exceed 150 per cent of the amount 
subscribed.*® 


IV. ConcLuDING REMARKS 


The use of index clauses in financial contracts has been a notable 
feature of the postwar financial scene abroad. As this note has 
attempted to show, such clauses have been employed in many for- 
eign countries for a wide range of financial assets and in an almost 
bewildering variety of forms. The widespread use of indexation 
abroad does not mean, of course, that this practice represents a 
logical alternative to vigorous anti-inflationary policies or that it 
may be desirable in any inflationary environment. Indeed, one of the 
staunchest advocates of the index clause has stated: “The inflation- 
proof clause is no export commodity. What suits one country need 
not suit another. Monetary policy is a delicate instrument and each 
country must pursue a policy of its own design.””* 

In this connection it is worth noting that the application of index 
clauses in financial contracts—at least in the form of purchasing- 
power guaranties—is prohibited by law in a number of foreign coun- 
tries. These include Argentina, the Netherlands, Switzerland, and, 
most prominently, West Germany,”’ which underwent disastrous 
inflationary experiences after both world wars and where, in the 
view of at least one author, the prohibition reflects the belief in a 
close link between indexation and inflation.** Much useful and inter- 
esting work remains to be done on this and other fundamental ques- 
tions raised by the use of index clauses, as well as on the experiences 
of individual countries, such as Finland and Israel. 

eg Svenska Handelsbanken, “Inflation-proof Investments,” Index, September, 1956, 
p. 2. 


26. R. von Fieandt, speech before meeting of Svenska Foérsakringsféreningen, Stock- 
holm, December 9, 1958. 


27. Cf. “Wertsicherungsklausel,” Enzyklopidisches Lexikon fiir das Geld-, Bank- und 
Bérsenwesen (Frankfurt, 1957), II, 1677. 


28. Cf. L. Vasseur, “L’Indexation a l’étranger,” Revue économique, March, 1955, p. 288. 
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ABSTRACTS OF DOCTORAL 
DISSERTATIONS 


AN EVALUATION OF THE VOLUNTARY CREDIT 
RESTRAINT PROGRAM OF 1951-52* 


CarL BREHM 
Michigan State University 


THE Voluntary Credit Restraint Program of 1951-52 was estab- 
lished to contro] the volume and direction of lending by banks and 
other financial institutions. National, regional, and local commit- 
tees were organized to set forth standards to be used by lending 
officers, along with the more usual credit tests, when evaluating 
loan applications. Briefly, lenders were asked to confine their loans 
and investments to defense and defense-related purposes or essential 
civilian needs. By limiting lending to these purposes, the program’s 
sponsors hoped to reduce inflationary pressures and assure the 
availability of funds for essential projects. This study evaluates the 
effectiveness of the program, with particular emphasis on its impact 
on the banking system. 

The analysis shows that if the central bank makes reserves freely 
available to the banking system, the program can limit credit ex- 
pansion only if lending rules are so narrowly drawn that loan op- 
portunities are in fact restricted, leaving banks with unused reserves. 
If reserves are restricted, then the program may serve as a guide 
for rationing credit among the numerous loan and investment op- 
portunities. In either case its effectiveness depends on whether use- 
ful lending norms can be established and whether financial institu- 
tions will co-operate enthusiastically with a voluntary program. 

Lending norms were vague, encompassing within the program all 
the normal purposes for which banks make commercial and indus- 
trial loans. Since the program’s officials could not establish a truly 
restrictive definition of loan eligibility, there was no significant 
leftward shift of the demand schedule for loan funds. It is, there- 
fore, probable on a priori grounds that the Voluntary Credit Re- 
straint Program had little or no impact on the level of bank lending. 
For the same reasons, if banks in this period had had insufficient 


* A dissertation completed at Indiana University in 1958. 
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reserves to meet all potential loan demands, vague descriptions of 
acceptable loans would not help them ration credit. 

Moreover, borrowers have some choice about how they will allo- 
cate their internal funds among alternative uses. Thus they may 
use their own funds for projects which may be doubtful under the 
program and apply to lending institutions for loans for those proj- 
ects which are more likely to be approved. It is evident that even if 
there were effective restrictions, applicants are afforded opportuni- | 
ties to avoid the program’s impact. 

The practice of using privately organized programs to define and 
implement the Voluntary Credit Restraint Program as a supplement 
to national monetary policy poses two additional questions. First, 
private and voluntary co-operation among competitors, especially in 
local loan markets, may provide the framework to suppress competi- 
tion in matters not directly related to the program. Inherent in its 
concept is the assumption that the forces of competition can be 
turned off and on at will. Second, and more important, voluntary co- 
operation is not necessarily the most efficient way to achieve anti- 
inflation goals. Voluntarism, depending as it does on the enthusiasm 
of the participants, leads to uneven administration. Hence in some 
areas a great deal of interest was generated, while in others little or 
no notice was paid to the goals set forth. The result is inequitable 
for both lenders and borrowers. 

Finally, how well did the banks co-operate with the program? 
Although there is little substantial evidence to support either side 
of the question, some tentative conclusions may be drawn by ex- 
amining the market structure of banking and related institutions. 
In small local markets, borrowers face at best a small oligopoly. | 
Since the banks know that their customers have no alternative 
sources of funds and given the speed with which information about 
competitors’ activities may flow, it is easy to conceive that, once the 
rules have been accepted, they will be observed. On the other hand, 
markets in larger financial centers are apparently more competitive, 
partly because there are more lenders and partly because large bor- _ 
rowers are better informed and have more diverse sources of funds. 
In this case, co-operation in the program may be harder to obtain © 
because lending institutions may lose valuable customers to lenders _ 
who interpret the rules more liberally. For these reasons it is con- 
cluded that the program would be workable only among the smaller 
local markets and that in the larger loan markets the standards are — 
most likely to be obeyed in only the loosest sense. 
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DEVALUATION AND THE BRITISH DOLLAR GAP IN 
THE POSTWAR PERIOD (1946-55)* 


NATHAN Bropsky 


THE STUDY Is devoted to (1) an analysis of the adverse international 
economic factors which made solution of the dollar gap difficult 
during the period 1946-55 and (2) a determination of whether, by 
the end of 1955, a decade after the end of World II, Britain had 
succeeded in creating an international economic position which 
would aid in closing that gap. 

Britain’s international financial position and the drains which 
aggravated her dollar shortage are examined. The interacting forces 
reflected in the balance-of-payments data, particularly the impact 
on the dollar accounts, are analyzed. Several features of the balance 
of payments during the period 1946-55 (i.e., trade, invisibles, the 
balances with the rest of the sterling area and with the dollar area) 
are studied, in order that conclusions might be drawn on whether 
the over-all situation tended to create an international position con- 
ducive to closing the dollar gap. 

Since devaluation was directed toward correcting the dollar gap, 
its impact on Britain’s international position is considered. The de- 
velopments in exports, imports, and prices are compared with the 
theoretical expectations. 

After examining Britain’s difficulties in balancing her international 
accounts, the major impediments to the creation of an international 
economic position conducive to solving the dollar gap, and the re- 
sults of devaluation, the future of sterling is considered. Long-range 
problems of inflation, sterling liabilities, low-level reserves, imports 
and exports, defense expenditures, energy for an expanding econo- 
my, and convertibility of the pound sterling are discussed. 

Developments favorable to Britain’s international economic posi- 
tion during the decade are reviewed. These include scientific and 
technical achievements, progressive steps toward convertibility, in- 
creasing investment at home and abroad, application of domestic 
monetary and fiscal measures, and ability to contribute to under- 
developed areas. These factors are described as important in assess- 
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ing the possibilities for long-range improvement in Britain’s inter- 
national economic position. 

The study concludes that (1) by the end of 1955, a decade after _ 
World War II, Britain had not yet created an international eco- — 
nomic position which would insure ability to close the dollar gap; — 
(2) while the short-run results of devaluation paralleled the theo- | 
retical expectations, devaluation did not bring long-range improve- 
ments to enable Britain to overcome her persistent dollar gap; (3) 
there were, however, significant developments in Britain’s position 
during the decade under study which demonstrated considerable 
economic strength. 
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TRENDS IN THE DISTRIBUTION OF 
STOCK OWNERSHIP* 


EpwiIn Burk Cox 
Boston University 


THE PURPOSE OF this study (which was supported by a grant from 
the Fuld Foundation) is to estimate the past and present distribu- 
tions of corporate stock owned by individuals according to the size 
of the holding and the income, age, and occupation of the holder. A 
review of past work on the problem is given. The best estimates 
which can be made with available data are presented, and proposals 
are made for improving these estimates. A critique of current work 
and comparisons of the findings of this and other studies are made. 

Data on dividend income reported on individual income tax re- 
turns are used to estimate the distribution of dividends among in- 
come groups. This phase of the study modifies Simon Kuznets’ 
method and extends to 1957 the findings reported in Shares of Upper 
Income Groups in Income and Savings. The assumption is made and 
defended that the distribution of stock among income groups is ap- 
proximated by the distribution of dividend income among income 
groups. 

Corporate stockholders of record data are used to estimate past and 
present distributions of shares by type of holder and size of holding 
for specific issues. The properties of these distributions are studied 
in relation to characteristics of the issue or issuing company. These 
characteristics are price per share, assets of the issuing company, 
dividend payout, and yield on the stock. The effects of stock splits 
on the distributions of shares and record shareholdings by size of 
holding and type of holder are considered. The differences between 
distributions of record shareholdings and beneficial shareholdings 
are investigated. 

For various reasons, at least fourteen companies have made sur- 
veys of their stockholders by mail, phone, or personal interview. 
These surveys were not designed to serve the purpose of this study, 
but the technique can be adapted to do so. The methods used and 
some of the results obtained are discussed because the stockholder 
study represents a valuable tool for research into the patterns of 
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stock ownership. To show that such surveys could be used in this 
way, a pilot study of Atlantic Refining Company stockholders was 
performed. The results indicate that properly designed and co-ordi- 
nated surveys by a group of companies could produce data of value 
to the participating companies and the business community. 

The results of the study may be summarized briefly as follows. 
At the end of 1957 the more than ten million individuals who owned 
stock owned directly 70 per cent of the corporate stock outstanding 
and not owned by a corporation. The top 1 per cent of income re- 
cipients received 39 per cent of total dividends paid to individuals, 
while the top 10 per cent received 59 per cent. These shares declined 
markedly between 1926 and 1935 and between 1937 and 1943. A 
rise between 1946 and 1948 has been offset by a subsequent decline. 
The concentration of stock by size of record shareholding declined | 
between 1937 and 1947 but has shown little change since. Ownership 
of stock in substantial amounts is associated with recipients of high 
incomes, older persons, and those in entrepreneurial, professional, or 
managerial positions. 

The data on stock ownership which can be obtained by an indi- 
vidual investigator are quite limited. They do not provide a satis- 
factory basis for the thorough analysis which the importance of the — 
problem warrants. Special analysis of tax returns would be helpful. — 
Co-ordinated surveys of stockholders by individual corporations are — 
needed. The periodic surveys of stockholders made by the New 
York Stock Exchange should be improved in accuracy and coverage 
of stockholder characteristics (including a question on the amount 
of stock owned). 
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DETERMINING PURE PREMIUM RATES FOR 
HAIL INSURANCE ON KANSAS WHEAT* 


Max EVERETT FESSLER 
University of Kansas 


THIS DISSERTATION represents an analysis of the available data on 
wheat crop losses caused by the fall of hail to determine the ade- 
quacy of the data for setting pure premium rates for the insurance 
of the hail hazard. Data from several sources are considered; only 
crop-hail insurance experience data were found to be appropriate 
for setting insurance rates. A brief history of crop-hail insurance 
in Kansas is reported; the contract forms and changes in them are 
discussed. Recent methods of setting pure premiums for crop-hail 
insurance for wheat in Kansas are evaluated, and recommended 
changes in those methods are suggested. 

Most of the insurance data analyzed were provided by the Crop- 
Hail Insurance Actuarial Association, the national rate-recommend- 
ing organization for stock insurance companies. In most of the 
analyses made, data for thirty or more years were available. 

Experience data were available on a township basis and on a 
county basis. Township data were analyzed by correlation methods, 
to determine relationships between loss experience and each of sev- 
eral geographic and orographic factors. Results showed relatively 
high relationships (coefficients of correlation of approximately 0.6) 
between loss experience and elevation and between loss experience 
and longitude. Latitude showed some small relationship with losses, 
and for two other orographic features—terrain roughness and slope 
—no significant relationships were found. 

Data on county losses for four years were analyzed by contract to 
determine the distribution of percentages of damage for several 
groups of counties. The results were used to establish a basis on 
which statistical rates could be used for policies with deductible 
indorsements instead of the judgment rates now used. The judg- 
ment rates for such policies were found to be inequitable. In most 
cases the loss reduction was found to vary greatly across the state 
because of the considerable differences in the distributions of the 
percentages of loss. 
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Two methods of averaging annual losses were analyzed. The one 
most frequently used—a weighted average of the annual ratios of 
losses to the amounts of insurance—was found to be greatly influ- 
enced in many cases by the wide variation in the amounts of insur- 
ance written per year. However, it was found that the use of un- 
weighted annual ratios would not result in adequate rates because 
of an “adverse selection through time,” that is, the tendency for 
high amounts of insurance to be written in high-loss years and low 
amounts in low-loss years. 

The practice of setting township rates is considered a question- 
able one because of the lack of reliability of township experience. 
Even on a county basis the wide annual variation in losses indicated 
that data for several hundred more years may be required before 
the average annual percentages of damage for some counties can 
be determined within one percentage point with 95 per cent confi- 
dence. These results are based on the assumption that the extent 
of variation so far experienced will continue. 

Other results include tests of the reliability of loss adjustments; 
outlines of loss claim patterns for the larger storms for two separate 
years; frequency distributions of several characteristics of Kansas 
hailstorms reported in the Weather Bureau severe-storm reports for 
a thirty-one-year period; and an analysis of the problems introduced 
by the use of the acre as the insurance unit. 

A bulletin entitled Hail Insurance on Kansas Wheat, which is 
available from the Center for Research in Business of the School of 
Business, University of Kansas, Lawrence, includes in brief form 
most of the results reported in the dissertation. 
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FOREIGN CENTRAL BANKING, 1946-1957: THE INSTRU- 
MENTS AND EFFECTIVENESS OF 
MONETARY POLICY* 


PETER G. FousEek 
Federal Reserve Bank of New York 


By 1957, ALMOST EVERY country in the free world had turned to 
monetary control to help safeguard and promote its economic health. 
Most central banks abroad, however, have had to operate in a set- 
ting greatly unlike that of the United States, since most foreign 
economies and financial systems are either less developed than ours 
or have developed along other patterns. The techniques of foreign 
central banks have thus often differed substantially from those of 
the Federal Reserve System. This study first describes the use of 
central banking techniques abroad during the postwar period, in- 
cluding the development of money markets through which so much 
of the implementation of monetary policy must be effected. It then 
attempts to evaluate the effectiveness both of the various credit- 
control tools and of over-all monetary policies outside the United 
States. 

Discount policy abroad has generally been more complex in 
structure and has often carried more weight in over-all monetary 
policy than it has in this country. While it has rarely been used to 
influence the availability of bank credit directly, discount-rate 
changes have had a powerful impact on interest rates, and the dis- 
count instrument has shown itself to be an important supplement 
to other measures. Open-market operations have only rarely been 
the primary credit-control tool abroad that they have become in 
the United States. The most serious obstacle to their use abroad has 
been the lack of broad money and capital markets, even among the 
more financially developed countries. A meaningful open-market 
policy has also frequently been frustrated by inflationary fiscal pol- 
icies. Nevertheless, the foreign experience has shown that open- 
market policy can be a most effective monetary-control instrument. 
While the enforcement of alterations in commercial bank cash-re- 
serve requirements is generally considered a much blunter instrument, 
such requirements have been established in a great many countries 
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in recent years, and changes in minimum ratios have come to be 
used increasingly as a major credit-control tool. Some central banks 
have even relied on them as a substitute for open-market operations. 
A number of foreign countries have also established securities re- 
serve requirements or a variant thereof, often called “minimum 
liquidity ratios.” As a rule, however—except for the original infla- 
tionary periods when they were first established—these special re- 
quirements were more harmful than beneficial. Foreign central banks 
have also relied on a great variety of direct and selective credit 
controls. Selective credit controls abroad have aimed not only at 
curbing credit extensions in directions deemed undesirable but also 
at stimulating lending to sectors regarded as essential. In recent 
years, however, there has been a definite trend away from direct and 


selective controls. These controls used alone have generally proved — 
a failure, although they have had their place as supplements to — 


general quantitative instruments. 

Evaluating the effects of monetary policies is not an easy task. 
Disentangling the influence of credit controls from that of other 
policies and from other forces is often not possible. The evaluation 
is likewise made difficult by the absence of any simple criterion of 
success. Nevertheless, the evidence appears to be strong enough to 
permit the judgment that monetary policy has been able to make 
an important contribution to balanced economic growth in many 
foreign countries. In many other countries, on the other hand, credit 
controls have accomplished little. This latter situation, however, 
appears to have been the result of the halfhearted and belated man- 
ner in which the controls were carried out and the lack of support 
they had from budgetary, debt-management, and other economic 
policies. 
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EROSION OF THE PERSONAL INCOME TAX BASE IN 
CANADA AND THE UNITED STATES* 


IrvinGc Jay GoFFMAN 
University of Florida 


THIS DISSERTATION Is concerned with the large amount of income 
which legally escapes the full impact of the personal income tax in 
both Canada and the United States. This erosion of the tax base is 
due to changes in the statutes and changes in taxpayer practices to 
take advantage of existing loopholes. In some cases, preferential 
treatment of certain types of income and certain groups of taxpayers 
has been in existence from the very beginning of the income taxes 
in both countries. However, in recent years, particularly under the 
impact of high rates since World War II, the process of erosion has 
been considerably accelerated and broadened in its scope. It is the 
purpose of this study to examine and compare the income tax struc- 
tures in Canada and the United States in order to determine the 
extent to which the preferential provisions presently in existence 
contribute to the erosion of the respective tax bases and to suggest 
the economic consequences of this process. 

It is assumed that income is an economic concept rather than an 
accounting or legal one, and the definition used as the criterion for 
determining the theoretical (or uneroded) tax base is that which 
was most fully developed by Professor Henry Simons. To the extent. 
that the actual statutory tax base differs from this theoretical model, 
erosion is said to be present. In other words, if a gain is considered 
income in an economic sense, it ought to be so considered for tax 
purposes, without any special privileges. Otherwise, it is a source 
of erosion. 

The areas examined which were found to contribute to this wither- 
ing away of the tax base in one or both of these countries are (1) 
income excluded from the statutory concept of income, such as 
income in kind, part of the income of government employees, cer- 
tain social security benefits, the interest on certain government 
obligations, and part of cash dividends; (2) gains which result from 
a realized increase in the value of capital assets and consequently 
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are preferentially treated; (3) income which is included in the 
statutory concept but is exempted from taxation, such as personal 


and dependent exemptions and personal non-business deductions, 


which include, among other things, certain interest and tax pay- 
ments, medical expenses, and charitable contributions; (4) ex- 
penses which are deductible because they are erroneously regarded 
as contributing to the production of income, such as certain em- 
ployee expenses, part of fringe benefits and expense accounts, 


accelerated depreciation allowances, and percentage depletion al- | 


lowances. 

The result of the preferential treatment of these items is to reduce 
the actual tax base in both countries to about half the size of the 
theoretical, uneroded base and thus to necessitate higher rate struc- 
tures than would otherwise exist. At the same time, this process of 


erosion introduces considerable inequity into the income tax sys- — 


tem, reduces the efficiency of the tax as an automatic stabilizer, and 


interferes with the efficient operation of the allocation function of © 
the product and factor markets by destroying the neutrality of this — 


form of taxation. Finally, it tends to subsidize certain functions and 
activities which would not gain the public approval if it were not 
hidden, and furthermore it does this in an inequitable fashion. 
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CORPORATE SAVING BEHAVIOR: A STUDY OF 
INTERNAL FINANCING* 


CHARLES W. Howe 
Purdue University 


THE PURPOSE OF this study was, to determine how capital-market 
conditions affect corporations’ selection of financing patterns. The 
scope was restricted primarily to the relationship between common- 
stock price determination and the volume of retained earnings (net 
saving). 

The model underlying the analysis is characterized by these as- 
sumptions: (1) Corporations use the market value of their equity 
as the basic criterion for selecting investments and methods of 
raising capital funds. (2) Total market value of the common stock 
of a corporation is an increasing function of future earnings and 
dividends. Because leverage affects the probability distribution of 
residual earnings, the degree of leverage affects total market value, 
but the effects are not necessarily monotonic or the same for all 
firms. (3) Expectations concerning future earnings and dividends 
are determined primarily upon the basis of past and current earn- 
ings and dividends. 

From these assumptions it follows that the minimum acceptable 
rate of return for investments depends on the method of financing 
to be used, being different, in general, for debt financing, sale of 
common stock, and financing through retention of earnings. This 
reflects the fact that the capital market serves not only to allocate 
available funds to the most productive uses but also to generate an 
equivalent flow of securities from firms which investors are willing 
to absorb. 

Given the corporation’s schedule of available investment projects 
and the criteria for acceptability (according to the source of finan- 
cing), the total volume of financing required is determined. The 
proportions in which these funds are raised from the three sources 
mentioned depend on the relative values of the criteria. 

The empirical investigation utilized financial data from 120 
firms, 20 from each of six industries (paper and allied products, 
heavy chemicals, petroleum, machine tools, electrical machinery, 
basic textiles). The following types of regression equations were 
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fitted to annual data from the sample: (1) total value of equity as 
a function of lagged earnings, dividends and leverage (measured 
by ratio of total interest-bearing debt to assets) and, (2) net sav- 
ing (retained earnings) as a function of net profit, investment in 
plant and equipment, and liquidity (average net quick assets). 

The major findings from these procedures were as follows: 

(a) While earnings and dividends had the expected positive effect 
on equity values in five industries, dividends had a significant nega- 
tive effect on stock price among heavy chemical producers. It is 
surmised that this reflects the role of dividends as a key to mana- 
gerial expectations for continued profitable investment opportunities 
in a rapidly growing industry. 

(6) Leverage, in those three industries where its effect was sta- 
tistically significant, had a positive effect on equity values. Investi- 
gation showed that 54 out of the 60 sample firms in those industries 
were far under the traditionally recommended maximum 1:3 debt- 
equity ration. This can be interpreted as evidence in favor of the 
maxim that some leverage is a good thing. It suggests that these 
firms could utilize more leverage to advantage. 

(c) The greater the weight placed on dividends as a determinant 
of equity value, the lower the marginal propensity to save out of 
profits (marginal savings ratio). 

(d) Savings out of given profits tend to increase and then de- 
crease with the amount being spent on plant and equipment. This 
finding was on the margin of statistical significance and is known 
not to hold for some firms. 

(e) The effect of the firm’s liquidity position on saving appears 
to be negative when the size of the firm is explicitly brought into 
the analysis. Thus a “below normal” stock of quick assets generates 
a demand for additional liquidity and puts pressure on dividend 
payments. 

Next investigated was the extent to which several commonly ac- 
cepted “ratio rules” restrict firms’ ability or willingness to adapt 
to capital-market conditions. Using the acid-test ratio, the current 
ratio, and the debt-equity ratio, it was found that the traditional 
rules of thumb seldom restrict firms’ behavior. 

Finally, it was found that the Lintner hypothesis of dividend 
stability produced a very good explanation of the time shape of 
the sample firms’ saving, the savings time pattern being quite similar 
for five of the six industries, in spite of different rates of growth, 
liquidity positions, and value weights. 
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NEOCLASSICAL MONETARY THEORY* 


MARSHALL KAPLAN 
Council of Economic Advisers 


THIs Is A STUDY of the monetary writings of the great neoclassical 
economists, dating from the early 1870’s, and their significance for 
the development of monetary theory. 

Two deductive approaches to the quantity theory characterized 
neoclassical monetary theory. One was a utility analysis of the 
demand for money. This was generally heuristic, with little recogni- 
tion on a formal level of the crucial proposition that holding money 
yields a utility of its own, as distinct from the goods and services 
that the money can buy. This proposition, however, does emerge, 
if only from the context of a clumsy exposition, hampered by the 
vestiges of an antimercantilist view of money. Moreover, neoclassi- 
cists provided specific rationalizations for holding cash balances. 
Several recognized that money is held at the sacrifice of interest. 
Marshall and Von Mises pointed out that the benefits of cash bal- 
ances must be balanced against those from a commodity, business, 
or financial asset. However feeble one may regard these attempts, 
they imply that the demand for money is not a result of frictions 
or institutional considerations alone but of a decision-making proc- 
ess; and this is the essence of the utility approach. 

The second deductive approach to the quantity theory assumes 
initially an excess of actual over demanded real balances caused, 
say, by an increase in the supply of money. This sets in motion an 
attempt to dispose of the excess of cash balances by an expansion in 
in the demands for commodities and for bonds. If only the increased 
demand for commodities occurs, prices rise, which lowers actual 
real balances until brought into equilibrium with demanded real 
balances. This equilibrating process was described by Wicksell, 
Fisher, and Von Mises. Neither Marshall nor Walras spelled it out, 
although it would have been analogous to what they did in their 
price theory. Marshall expounded an adjustment process in terms 
of the credit market and the discount rate that left out reference to 
any cash-balance mechanism, even in the bond market. A blurred 
distinction between bank deposits and bank credit contributed to 
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Marshall’s approach, one that had important consequences for 
future monetary theory. 

Some neoclassicists developed a monetary analysis beyond the 
quantity theory, through the medium of a theory of economic fluctu- 
ations. Jevons argued for “a science of the money market and of 
commercial fluctuations” and left behind scattered writings on the 
subject. In Economics of Industry Alfred and Mary Paley Marshall 
treated economic fluctuations prominently, anticipating many later 
developments. Pareto made a brief contribution. Fisher, Cassel, and 
Von Mises presented theories much later. 

Such contributions were notable in only several cases—and repre- 
sented but part of a literature mainly outside the neoclassical tra- 
dition. Yet they show that neoclassicists did not apply static 
analysis so thoroughly as to rule out economic fluctuations. In their 
theories of economic fluctuations, neoclassicists replaced price flex- 
ibility by price rigidity, emphasized the destabilizing influence of 
expectations, and ruled out self-correcting adjustments of the type 


posited in equilibrium theory. They shunted the quantity theory © 
and the cash-balance mechanism aside, thus restricting them to © 
equilibrium analysis. The effect was to divorce the theory of fluctu- © 


ations from equilibrium theory without an adequate bridge between 
the two. It is this which is subject to criticism. 

Wicksell’s monetary theory was most unique in originality among 
neoclassicists and encompassed phenomena traditionally studied 
under both the quantity theory and economic fluctuations. Wicksell 
was often taxonomic and failed to specify partial equilibrium re- 
lations of the type that gave the Keynesian revolution its sharp 
empirical implications. Yet he pointed toward this Keynesian revo- 
lution more than did any other neoclassicist. 
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TAX ASPECTS OF THE VARIABLE ANNUITY* 


Harotp F. McCLeLianp 
Claremont Men’s College 


SincE WorLp War II the possibility of continual creeping inflation 
is perturbing ever larger numbers of people. The problems arising are 
nowhere greater than in the area of retirement planning. Because 
long-term dollar stability is being seriously questioned, because com- 
mon-stock values—in terms of purchasing power—appear to be 
more stable over the long pull, the variable annuity has appeared. It 
utilizes equities in retirement programs by investing considerations 
in common stocks and by paying retirement benefits based on fluc- 
tuating stock values rather than on fixed dollar amounts. The vari- 
able annuity has appeal both as an inflation hedge and as a means of 
participation in the long-run economic growth of the country. 

Although the variable annuity now covers certain groups, notably 
college professors and beneficiaries of some trusteed pension plans, 
it is not available to individuals. Neither is it written by insurance 
companies because of legal limitations on their investment policies. 
Some insurance companies are pushing for permission to sell vari- 
able annuity policies. Mutual funds oppose such sales on the basis of 
tax discrimination. 

An analysis of the possible tax discrimination against mutual 
funds, arising from the sale of variable annuity policies by insurance 
companies is the basic task of this study. Analysis proceeds along 
two lines: (1) comparison of the after-tax retirement benefits of 
mutual funds’ and of insurance underwritten variable annuities and 
(2) comparison of both plans in their effects on government revenue. 

Specific consideration of after-tax benefits received from the vari- 
able annuity or the mutual fund necessitates three questions. First, 
what is the net cash benefit received from a completed retirement 
program under each approach to retirement? Generally speaking, 
the variable annuitant fares better. Differences in benefits become 
more favorable to the variable annuitant as higher, rather than 
lower, tax brackets are considered, and less favorable as higher, 
rather than lower, annual considerations are examined. The variable 


* A dissertation completed at Harvard University in 1960. 


1. Retirement planning through mutual fund investment involves some additional 
provision for mortality guaranties. 
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annuitant is favored less as a portion of preretirement earning power 
is retained after nominal retirement. 

Second, what is the total after-tax accumulation of individuals 
who fail to complete a retirement program? With premature termi- 
nation, the mutual fund shareholder always fares better. The disad- 
vantage to the variable annuitant becomes greater as age of policy, 
tax bracket, or size of consideration increases. 

Third, what is the possible flexibility of objectives between the 
two plans? The mutual fund, designed primarily as an investment de- 
vice, is clearly more flexible than a variable annuity. If flexibility is 
important, the mutual fund is to be preferred. 

Thus benefits vary, depending on whether the retirement program 
is completed, whether it is terminated through surrender during the 
accumulation period, and whether flexibility is a major objective. An 
individual must examine his particular circumstances and objectives, 
to make a rational choice between a variable annuity or a mutual 
fund as a vehicle for retirement planning. No clear tax discrimina- 
tion emerges favoring either approach. 

Effects on government revenue may be compared only if tax pay- 
ments are compounded or discounted to a given point in time, be- 
cause taxes paid by mutual fund shareholders are greater during the 
accumulation period and those by variable annuitants bulk larger 
during the retirement period. In the case of completed retirement 
plans, government revenues will be higher under the variable annuity 
or the mutual fund, depending on specific circumstances. In the case 
of uncompleted plans, variable annuitants pay more taxes under all 
circumstances. From the standpoint of tax policy there appears to be 
no clear-cut warrant for changing the tax statute.” Government rev- 
enue is not severely altered by either plan. 


2. Recent increases in the taxes levied on life insurance companies alter the conclu- 
sions only slightly. 
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MONEY, INVESTMENT, AND ECONOMIC DEVELOP- 
MENT WITH SPECIAL REFERENCE TO INDIA* 


M. B. MvUELLER 
Michigan State University 


THIS STUDY EXAMINEs the behavior of money in India from 1948 to 
1956 within the context of an analytical framework which seeks to 
identify the variables of economic development and to ascertain the 
significance of money in the growth process. The theoretical and em- 
pirical evidence presented in the earlier part of the study supports 
the proposition that, in the long-run development process, increases 
in per capita real income are accompanied by accelerated growth in 
(1) investment, (2) money supply, and (3) demand deposits. 

After reviewing the economic and monetary conditions prevailing 
in the Indian economy, the movements and differential growth trends 
between income, investment, and money supply during the eight 
years between 1948-49 and 1955-56 (including the whole period of 
the First Five Year Plan) are analyzed. 

The data on the relevant economic variables, mostly derived from 
official sources and adjusted to obtain comparable series, are, at 
best, rough approximations, covering only a short period of time, 
and hence our conclusions are inevitably tentative. However, the 
following findings clearly emerge from our study. During 1948-56, 
per capita output and investment increased almost every year, 
though their growth rates were uneven and showed no definite, simul- 
taneous or lagged, functional relation. The rise in output reflected 
mainly the fortunes of agriculture, whose production was condi- 
tioned more by the vagaries of monsoons than by the investment 
undertaken in that sector. Through its effects on demand and prices, 
agricultural output influenced the trends in the major non-agricul- 
tural sectors, but the latter were not uniquely tied to agriculture. 
Part of the increase in industrial output was achieved through fuller 
utilization of existing capacity. In both agriculture and industry, 
therefore, temporary and fortuitous factors were superimposed upon 
the underlying investment-output relationships. On the other hand, 
the supply of money fluctuated in both directions, exhibiting no con- 
sistent relation to either the growth in per capita income or invest- 


* A dissertation completed at the University of Illinois in 1960. 
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ment, except during the last three years of the First Five Year Plan, 
when investment was stepped up largely through budgetary deficits 
and bank credit extended to the private sector, which brought about 
an accelerated rate of increase in the supply of money. 

Money has played only a secondary role in the development of the 
Indian economy during the past few years. Price movements were 
primarily non-monetary, in the sense that their variations were 
caused much more by fluctuations in agricultural output than by 
autonomous changes in the supply of money. 

The money supply and particularly demand deposits declined 
relative to national income, notwithstanding the almost continuous 
increase in per capita real income. The slow absolute growth in de- 
mand deposits and the resulting rise in the currency-demand deposit 
ratio were due to the fact that much of the additional income was 
generated in the agricultural sector and accrued to those who either 
had no access to commercial banks or were not familiar with the 
banking habit. Consequently, the expansion in the resources of the 
banking system lagged behind that of the other organized financial 
intermediaries, especially of the more rural-oriented co-operative 
societies and post-office savings banks. 

Our study shows that the money-investment-output relationships 
associated with the long-run process of economic growth had not 
been firmly established in India at the time when she embarked upon 
her Second Five Year Plan. 
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THE BANK OF JAPAN: A CASE STUDY IN THE 
EFFECTIVENESS OF CENTRAL BANK TECH- 
NIQUES OF MONETARY CONTROL* 


HucuH T. Patrick 
Yale University 


THE PURPOSE OF this study is to examine the effectiveness of mone- 
tary controls by the Japanese central bank—the Bank of Japan— 
and to analyze the relative importance of various instruments of cen- 
tral bank control. The study is concerned with the description and 
analysis of monetary policy in Japan in the tight-money periods of 
1953-55 and 1957-58 only as this is necessary to demonstrate the 
efficacy of monetary controls in this particular institutional and 
environmental context. 

In Part I the hypothesis is examined that Bank of Japan monetary 
policy can be an effective means of implementing economic stabiliza- 
tion policy, especially in the restriction of realized business invest- 
ment under conditions of excessive domestic demand. This hypothe- 
sis is significant because, (a) given its factor proportions, Japan has 
had to rely structurally upon imports for economic growth and, 
(6) given success in meeting capital formation requirements, the 
major operative constraint on stable growth has been periodic bal- 
ance-of-payments crises emanating from excessive domestic demand 
and attendant inflationary pressures. The analysis focuses on corpo- 
rate business reliance on external funds to finance investment activi- 
ties and the reliance of the commercial banking system on central 
bank financing. 

Internal generation of funds by corporation business has been in- 
sufficient to finance the high level of business-planned investment 
emanating from the rapid growth of the economy. Capital markets 
have been relatively undeveloped; consequently, business has relied 
heavily on borrowing from the banking system, especially from the 
city banks. Under conditions of relatively interest-inelastic demand 
for funds and relatively low maximum legal lending rates, the avail- 
ability of funds from the banking system, rather than simply their 
cost, has been an important determinant of realized business invest- 
ment. 


* A dissertation completed at the University of Michigan in 1960. 
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Of outstanding importance has been the secular trend in postwar 


Japan for the city banks—the dominant institutions in a highly cen. 
tralized banking system—to be continuously and heavily in debt to 
the Bank of Japan. A four-sector approach is used to show that such 
borrowing has resulted from increases in currency in circulation a 


the economy has grown. It is suggested that such city-bank depend. | 


ence on central bank financing will continue. Through its ability to 
control directly the availability of its credit to the city banks, the 
Bank of Japan can strongly influence the availability of commercial 


bank credit to business and hence strongly influence business real- | 


ized investment. 


In Part II the relative importance of various instruments of mone. | 
tary control is evaluated in a policy setting. The illiquidity of the © 


financial system renders both open-market operations and reserve 
requirements relatively unimportant. Open-market operations have 
been further hampered by the small amount of government debt held 
by the private sector and the Ministry of Finance policy of pegging 
Treasury bills. Bank of Japan policy has been implemented essen- 
tially by the discount mechanism, including both discount rate 
changes affecting the cost of credit and madoguchi shido, an informal 
type of credit rationing. Moral suasion has also been of considerable 
importance. The Bank of Japan has no selective controls. 


Three general conclusions can be drawn from this study. First, the | 


monetary controls of the Bank of Japan can be effective in restrict- 
ing realized business investment. Second, the most effective instru- 
ment of control has been the discount mechanism for determining the 
cost and availability of central bank credit. Third, monetary policy 
in practice has been only partially successful: virtually no preven- 
tive steps were taken either in 1953 or in 1956 to avoid the subse- 
quent balance-of-payments crises, but, once the crises were at hand, 
monetary policy was highly effective in ending them. 
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DEFAULT RISK AND THE LOAN MARKET* 


James P. Quirk 
Purdue University 


THIS THESIs IS a theoretical investigation into the influence of de- 
fault risk on the behavior patterns of borrowers and lenders, within 
the context of a simplified model of the market for new loans. The 
primary objectives of the analysis are (1) to examine the conceptual 
problems that arise in the formulation of a model of the new-loans 
market, particularly with respect to the informational aspects of the 
environment of borrowers and lenders, and (2) to contrast the 
theory of lender behavior in the new-loans market with the theory of 
portfolio selection appropriate for investors in the “secondhand” 
securities. 

The model of the new-loans market developed for these purposes 
employs the simplifying assumptions of fixed amounts of equity capi- 
tal held by borrowers, the restriction of the analysis to one-period 
unsecured notes, as well as the absence of secondhand markets for 
notes and of liquidity constraints. Borrowers and lenders are assumed 
to be “rational” decision-makers, their optimal strategies being de- 
pendent on the informational assumptions employed, the nature of 
the payoffs considered relevant in making choices, and the kinds of 
preference orderings over payoffs assumed. 

A detailed analysis of the operation of the new-loans market is 
provided in the “complete information” case, under the assumptions 
that subjective probability distributions held by borrowers and lend- 
ers with respect to rates of return earned by borrowers are character- 
ized by “stochastic constant returns” (i.e., the distributions are 
mutually independent of size of firm) and statistical independence 
and that linear or quadratic measurable utility functions order pref- 
erences of lenders and borrowers with respect to income. Kalecki’s 
“principle of increasing risk” is restated in terms of the model em- 
ployed, and it is shown that the principle holds when the probability 
of default is positive. Under certain assumptions concerning the bor- 
rowers environment and preferences, it is shown that the existence 
of a determinate finite optimal size of firm implies risk aversion on 
the part of the borrower. 


* A dissertation completed at the University of Minnesota in 1959. 
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The choice by a given lender of an optimal portfolio is shown to 
depend, in general, on the portfolio choices of other lenders. For the 
special case where a given lender is assumed to be in a state of cer- 
tainty concerning the portfolio choices of other lenders and under 
the assumptions of stochastic constant returns and independence, it 
is shown that an increase in the number of notes purchased from a 
given borrower increases the lender’s expected income at a decreas- 
ing rate and increases the variance of the lender’s income. As a con- 
sequence of these characteristics of the lender’s position, it is shown 
that both expected income-maximizing and risk-averting lenders will 
limit the number of notes purchased from a given borrower if the 
price of notes is given. Diversification of note holdings by lenders 
with linear utility functions may thus be rationalized. It is also pos- 
sible to state conditions on the utility function and the probability 
distribution over rates of return held by the lender that are implied 
by the existence of capital-market imperfections, including capital 
rationing. 

The problem of optimal portfolio choices by a lender in ignorance 
of the portfolio choices of other lenders is also examined. Under spe- 
cial simplifying assumptions, it is shown that lenders who maximize 
the minimum expected utility from their portfolio choices will act as 
if they assumed that other lenders would purchase an unlimited 
number of notes from each borrower. 
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THE ACCELERATION PRINCIPLE: DEPARTMENT- 
STORE INVENTORIES, 1920-56* 


NEwtTon Y. ROBINSON 
University of Wisconsin, Milwaukee 


THE PURPOSE OF this dissertation was to investigate the factors 
which led to inventory investment by department stores from 1920 
to 1956. Special attention was paid to measuring the extent to which 
changes in sales led to inventory investment, in order partially to 
test an adaptation of the multiplier-accelerator theory of the busi- 
ness cycle to the explanation of minor business cycles, which are 
widely believed to be caused by fluctuations in inventory investment. 
Akey question in the multiplier-accelerator type of theory is whether 
the amount of investment related to a change in income (called “in- 
duced investment”’) is sufficiently large. 

This investigation was restricted to department-store inventories, 
in order to utilize as fully as possible the unusually large and excel- 
lent body of seasonally adjusted monthly data made available by the 
Board of Governors of the Federal Reserve System. The method 
used was to fit equations similar in form to Hicks’s equations,’ by 
the method of multiple regression, using an IBM 650 data-process- 
ing machine (electronic computer). Data on stocks and sales were 
reduced to seasonally adjusted defiated changes expressed as a per- 
centage of the moving average of the previous twelve months, to 
guard against a variety of possible biases. The regression coefficients 
obtained in these multiple correlations are measures of the amount 
of induced investment. 

Results of this study indicate that the amount of induced invest- 
ment in department-store inventories is quite substantial. The esti- 
mates for the period March, 1920, through July, 1941 (the period 
for which the results of this study are believed to be most accurate), 
indicates that the ratio of induced investment in department-store 
inventories to changes in the income created by department stores 
(ie., changes in value added by department stores) is approximately 
4.4. This particular ratio is used because Hicks relates induced in- 


* A dissertation completed at Columbia University in 1958. 


1. J. R. Hicks, A Contribution to the Theory of the Trade Cycle (Oxford, 1950), 
especially pp. 75-80. 
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vestment to changes in income. In Hicks’s terminology this measure 
would be called the “total investment coefficient.” Such a large total 
investment coefficient lends considerable support to the adapted 
theory. 

As mentioned above, Hicks relates induced investment to changes 
in income. Many economists, when writing about the acceleration 
principle, use the ratio of induced investment to changes in sales. For 
the same period, the best estimate of this ratio was 1.7. 

Results obtained for other variables are interesting primarily be- 
cause they indicate that these variables were not important factors 
affecting inventory investment by department stores. The rate of 
interest on prime commercial paper, 4-6 months, lagged by 1 month, 
was included as an independent variable in several multiple correla- 
tions. The simple and partial correlations obtained were uniformly 
positive but of such small size as not to be statistically significant, 
which contradicts the belief that high interest rates significantly 
deter or that low interest rates significantly encourage inventory in- 
vestment by department stores. 

Recent changes in wholesale prices appear to have had little or no 
effect on inventory investment by department stores. Recent changes 
in inventories tended to deter changes in the same direction, but the 
effect was slight. This inability to find any variables, other than 
changes in sales, which had an important influence on inventory in- 
vestment by department stores supports the belief that this type of 
investment was primarily induced investment. 
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UNITED STATES GOVERNMENTAL INVESTMENT 
GUARANTY PROGRAM FOR PRIVATE FOREIGN 
INVESTMENTS, DEVELOPMENT, AND 
APPLICATION, 1946-54* 


BOrJE OsvALp SAXBERG 
University of Washington 


THE CLIMATE FOR private foreign direct investments from the United 
States in the postwar period 1946-54 was characterized by political, 
social, and economic obstacles emphasized in the minds of investors 
by unstable world conditions and the fear or threat of war. Govern- 
mental programing of economic development appeared as a new 
postwar deterrent to such investments; the capital flow between gov- 
ernmental and intergovernmental agencies was substituted for the 
traditional flow of capital between individuals. 

With the introduction of the European recovery program, a sys- 
tem of governmental investment guaranties for direct investments 
from the United States was provided for in the Economic Coopera- 
tion Act of 1947 and was renewed in subsequent foreign assistance 
legislation. Through the governmental assumption of the risks of in- 
convertibility and expropriation under the investment guaranty pro- 
gram, government officials and congressmen expected the investment 
climate to improve sufficiently to promote United States direct in- 
vestments abroad. The investigation reveals that investors utilized 
$48.6 million in guaranties during 1948-54 ($33 million, allowing 
for reductions due to cancellations, conversion, or returns of the 
guaranteed investments) for investments in Western Europe; the 
available guaranty authority was $200 million. In comparison, 
United States postwar private foreign direct investments averaged 
some $1.2 billion annually. 

The investigation reveals that, in addition to small utilization of 
the guaranties, large internationally well-known corporations rather 
than small business or firms without foreign investment experience 
utilized the guaranty protection during 1948-54. The investment 
guaranty program did not promote mew direct investments from this 
country, nor did it increase significantly the volume of these invest- 
ments. Private business opposed the guaranty measure partly be- 


* A dissertation completed at the University of Illinois in 1958. 
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cause of the principle of governmental assumption of risks in private 


foreign investments and partly because of the administrative provi. , 


sions governing the program. The indifference on the part of the 
administrative agency contributed to the failure of the program. The 
limitations in terms of eligible investments, foreign countries jp. 


cluded, and postwar deterrents to private foreign direct investments | 


made the investment guaranty protection inadequate in relation to 
the postwar foreign investment climate. 


The guaranty program of the United States government was a 


compromise between creditor policies of this government and debtor 
policies of foreign governments. It reflected the pattern of invest- 
ments in response to profit opportunities, but it was also a concession 


to state planning of economic development. The governmental as- — 


sumption of risks and the imposition of a governmental frame of ref- 
erence on private investment decisions did not conform to the prin- 
ciples of the free-enterprise economy of the United States. 

The investigation suggests that investment guaranties were neither 


an effective nor an appropriate means for creating an investment | 


climate conducive to increased direct investment from the United 
States. In a world characterized by international co-operation rather 
than international domination, the responsibility for such a climate 
was not within the power of the United States government. If foreign 
governments are convinced of the desirability of private equity in- 
vestments from this country, they must themselves create such con- 
ditions as will enable investors to judge confidently the opportunities 
and risks involved in investing at home and abroad. 

The author suggests that, though it might be impossible to finda 
real solution to the problem of the foreign investment climate, 
modern treaties of friendship, commerce, and navigation are worthy 
of further consideration by the United States government in promot- 
ing direct investments abroad. These treaties establish the policies 
under which investors may employ their funds abroad, and they pro- 
vide a legal basis for the relations between foreign citizens and 
United States investors. The promotion of direct investments 
through the concluding of investment treaties appears to be more 
commensurate with the principles governing investment activities in 


a competitive economy than the encouragement through a govern: | 


mental investment guaranty program. 
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RIGHTS OF CREDITORS IN LIFE 
INSURANCE POLICIES* 


STUART SCHWARZSCHILD 
Georgia State College 


THE AMERICAN SCENE presents the juxtaposition of life insurance as 
a primary investment medium with an economy based on the exten- 
sion of credit. This circumstance makes the question of the avail- 
ability of life insurance for the satisfaction of debt of importance to 
lenders, borrowers, and insureds. Moreover, in nearly all societies, in 
addition to regular extenders of credit, there are judgment holders 
who have claims arising from the marital relation, the taxing powers, 
and the liability system. To the relative rights of these and other 
claimants under the laws of the United States this study is addressed. 

The rights of various claimants under the common law is examined 
from several points of reference. These rights must be considered at 
two temporal points: before the insurance policy matures and after- 
ward. Another dichotomy is based on the rights of the insured’s 
creditors and the beneficiary’s creditors. A complicating circum- 
stance is that the estate policy, the irrevocable beneficiary policy, 
and the revocable beneficiary policy all create different interests and 
remedies. 

The courts of the fifty-odd American jurisdictions have often 
arrived at varying positions, and the question arises whetiier this is 
due to a difference in the facts or to a difference in the judicial con- 
struction. We are concerned with the decisions in the fifty states and 
the District of Columbia in connection with the remedies by judg- 
ment. The evolution of a federal bankruptcy law is an important 
consideration. Although much of the bankruptcy law is simplified 
because of its federal status, its application involves the considera- 
tion of property rights and interests as determined by the state 
courts. 

Having resolved the rights of the parties in the absence of exemp- 
tion statutes, the study then moves to the analysis of the develop- 
ment of laws protecting a debtor’s property from his creditors. We 
are especially concerned with laws which specifically protect life in- 
surance policies. This analysis is complicated by the multiplicity of 


* A dissertation completed at the University of Pennsylvania in 1960. 
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different statutes protecting different types of policies and different 
amounts of insurance under different circumstances. The applicabil. _ 
ity of these exemption statutes to tax claims, alimony claims, assign. 
ments, bankruptcy, and liability claims is also investigated. ‘ 

The study of creditor rights would not be complete unless consid- 
eration was given to the restraint on alienation known as the “spend. | 
thrift provisions.” These provisions are of primary importance in 
protecting insurance from the beneficiary’s creditors, although some 
exemption statutes give similar protection. 

The analysis of the development of law relative to creditor rights 
in life insurance policies considers their underlying rationale as well 
as their economic and social effects, so that a determination may be 
made as to what extent insurance should be protected. This involves 


a consideration of the economic and sociological aspects of life insur- | 


ance and of debtor relief. Recommendations are made, in order to 
simplify the law, to make it more uniform in all jurisdictions, and to 
maintain the proper balance between the sanctity of a creditor’s 
claim and the equitable right of a worthy debtor to be relieved, in 


regard to his life insurance, of the insupportable portion of his obli- 


gations. 
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BOOK REVIEWS 


Business Finance 


Corporate Financial Management. By Raymonp P. Kent. Homewood, IIl.: Ir- 
win, 1960. Pp. xv+851. $7.50. 


The study of business finance and its significance in college curriculums have 
lately attracted varying interpretations. An earlier and severe institutionalism 
has given way in many places to more intensive analytical studies, and the fi- 
nancial affairs of corporations have been examined in terms of new techniques 
and new interpretive hypotheses—economic, statistical, mathematical. Between 
the extremes of an unreflecting pragmatism, informed by predilections for the 
harsher forms of descriptive studies, and some recent marriages between fi- 
nanical problems and techniques of economic analysis, there has been wide room 
for debate as to the ways in which the corporate financial manager can best 
understand the real-world problems which confront him and the ways in which 
a training in recognizing and solving these problems can best be offered to uni- 
versity and college students. 

Into the arena of argument, Professor Kent’s book casts a clear and forth- 
right contribution. “The emphasis throughout,” the Preface indicates, “is upon 
decision making by business managers: the principles that are pertinent to 
policy formulation; the institutions, instruments, and customary procedures 
that influence the determination of policy . . . and the whys of their [man- 
agers’] choices in seeking solutions for specific financial problems.” The thing 
to do, the author argues, is to look at the ways in which financial managers 
perform the crucial function of preserving the corporation as a viable, thriving 
concern, by making sure that the right amount of money is available for use 
at the right places, at the right time, allocated in the manner most consistent 
with basic policy objectives, and obtained from the best sources at favorable 
costs and under favorable financing arrangements. 

Here, then, is a work which argues cogently for a management approach to 
finance studies, analogous, it would seem, to the management orientation of 
other aspects of corporate policy studies which is currently popular in some 
curriculums. The analytical focus of Kent’s book, therefore, which is elaborated 
in Part II following an introductory description of the business corporation, is 
on the structure and movement of the flow of cash through the business process. 
The implied processes of asset transformations and the circular flow of cash are 
analyzed skilfully in this part, though doubt might be felt as to whether stu- 
dents who are unfamiliar with accounting techniques will readily grasp the com- 
parative-static balance-sheet arguments of chapter 5 before they are introduced 
to the income account and the meaning and computation of income realizations. 

Part III of the book, “Asset Management,” provides a logical underpinning 
for the cash-flow analysis and for the author’s consistent return to the cash im- 
plications of problems and policies. This discussion of the management of cur- 
rent and of fixed assets is followed in Part IV by an examination of cash fore- 
casting and cash control by budgetary and related procedures. The discussion at 
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this point brings out clearly the relations between short-term and long-term P 
cash requirements and sources and between budgeting on income and on capital ai 
accounts. Part V, which deals with the general nature of the “Financial Struc- | fes 
ture,” adducing reasons why different capital structures emerge in businesses of ant 
differing kinds, sizes, and ages, is in the nature of a prolegomenon to Parts ow 
VI-IX, which deal in detail with the varying sources of capital funds or, as gy 
Kent rightly argues, sources of assets: stock, retained earnings, and bonds. The _ qj 
final part of the book, “Financing without Securities,” considers current liabili- cas 


ties as sources of assets and discusses the corporation’s use of bank and other 
institutional short-term loans and the use of longer-term loans and other credits | 
as sources of financial requirements. > hy 
In meeting the demands of his title and of his cash-flow orientation, Kent 
has written with clarity and skill. But his manner of treatment has led to some 
serious omissions. The discussion of the management of fixed assets in chapter me 
10, for example, lacks adequate depth. The discussion of the rate of retum on an 
investment projects is fragmentary (no explanation is given, for example, of de 
why the depreciation charge is treated differently in the “rough method of for 


estimation” and in the “exact method”); the cash effects of fixed-asset invest- as 
ment are emphasized to the exclusion of the economics of capital budgeting; no ass 
consistent treatment is given of the costs of capital (for example, costs of ite 


equity issues and retained earnings); and a fairly superficial discussion is of- — pr 
fered of the interest rate as a measure of the cost of capital. In a later section me 
of the book also, when “Financing with Retained Earnings” is considered, the sit 
argument fails to penetrate to the relation between the economics of capital thi 
budgeting, on the one hand, and the criteria of income distribution or reten- | 
tion, on the other. do 
Kent’s emphasis on cash management also colors his treatment of the sources tes 
of capital financing. No systematic treatment is given of capital adjustments of 
and valuation problems in mergers and consolidations, though numerous frag- in 
mentary references are made to them. No consideration is given to the economic 
criteria for judging expansion plans and to the alternative methods of achieving im 
them. Business failures, reorganizations, and bankruptcy are referred to only be 
by allusion and are not accorded systematic treatment in their own right. And, ' 
finally, though much is made of the ownership and control position of the com- © 
mon-stock holders, no mention is made of the rightness or wrongness of cumu- © 
lative voting. ca 
Omissions such as these seriously impair the usefulness of the book as a prin- 
cipal course text, certainly at the graduate level. But the work will be found ap 
very useful as collateral reading in many courses, and the general reader cat th 
find here a sound treatment at an introductory level of the important issues 
which are examined. Full use should be made of the questions and problems sis 
which Kent has added to most of the chapters. to 
Dovuc as VICKERS 
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Die Behandlung praktischer Faller im betriebswirtschwaftlichen Hochschulunter- of 
richt (“The Use of Practical Cases for the Teaching of Business Administra- or 
tion in Institutions of Higher Learning”). By Ertcn Kostot. Berlin: Duncker of 
& Humblot, 1957. Pp. 179. K 
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This interesting book (written in German) provides an insight into three 
main aspects of using the case method of instruction in a foreign setting. Pro- 
fessor Kosiol, of the Free University of Berlin, after visting the United States 
and observing the case method in graduate schools of business and after his 
own experiments, has given (a) a candid and thorough statement of the objec- 
tives of higher business education in Germany and how the case method fits into 
this framework; (b) an account of his personal experimentation with business 
cases at his university; and (c) a sample of the kinds of cases prepared by him, 
some accompanied by student group reports representative of student “solu- 
tions,” and statements by students of their views about the case method after 
having experienced it. 

Kosiol is careful to point up differences between the two countries. He con- 
cludes that, with extensive modifications, he favors the use of cases as a supple- 
ment to regular university lectures, seminars, and exercises. He considers this 
an extension of traditional teaching methods, which have, all along, employed 
descriptive problems or exercises. The substitution of the “pure” case method 
for other traditional university teaching methods Kosiol regards as unsuitable, 
as he believes that the case method results at best in an unsystematic way of 
assimilating knowledge, while the practical realism of the case situation is lim- 
ited. Drawing a definite boundary between acquiring vocational training and 
practical experience in the business world and gaining knowledge and scientific 
methodology in an educational institution, Kosiol limits the role of the univer- 
sity to exposing the student to the latter, which he believes can best be achieved 
through the traditional methods of instruction. 

Once he has defined the scope of the utility of cases, however, Kosiol in- 
dorses other educational aspects of the method, such as the development of 
teamwork, decisiveness, independent thinking, broadening of individual points 
of view, and exercise in analysis. The most interesting aspect of his book lies 
in his description and evaluation of the experiments he has carried out, since 
these show the greatest divergence from the usual American approach. Most 
importantly (and much interesting detail must be left out in this review), Kosiol 
believes that use of a great number of cases during a course does not permit a 
thorough and searching discussion and learning experience on the part of the 
student. 

Consequently, he schedules a full semester’s time for the discussion of one 
case situation whereby the students not only debate the facts given to them but 
provide additional data through library research or contact with the company 
and write up their decisions in the form of a report. Furthermore, the size of 
the groups is limited to ten students. No senior faculty guidance is provided in 
the discussion. Rather, the students choose their own leader, and a course as- 
sistant acts as a resource person. In all these respects, his procedure is similar 
to the “syndicates” used in England and Norway. 

This departure from United States practice reflects a fundamental difference 
in objectives. Kosiol, in fact, uses the case as a take-off point for structured 
reading and field contact, with the apparent purpose of making the assimilation 
of knowledge a co-operative venture. Decision-making can, in this setting, be 
only a secondary and almost incidental objective, as there is exposure only to 
one decisional situation per seminar. The character of the cases presented by 
Kosiol further highlights this difference in orientation, as they are mostly rela- 
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tively brief descriptions of business situations or problems with much detailed 
information left out which would be considered essential to a “self-contained” 
case. The student reports reflect the effort expended not only to solve the par. 
ticular problem posed by the case but also to acquire as broad a general factual 
background as possible in the problem area treated. 

In summary, the book is most worthwhile reading for the teacher as well as — 
for the thoughtful businessman, as it provides a basis for pondering the role © 
of higher education in the training of future business managers and, more spe- 
cifically, opens up a host of considerations on the pros and cons of the use of 
cases. The most important message—and the most controversial one—lies in 
the ideas on the specific part that cases should play in a university’s business _ 
curriculum, i.e., whether they should provide a cross-section of business experi- ~ 
ence or a vehicle for acquiring knowledge and methodology. Kosiol speaks out — 
strongly for the latter. f 
Ericu A. HELrert 


Harvard Business School 


Consumer Finance 


Consumer and Commercial Credit Management. By Rosert H. Cote and Ros- — 
ERT S. Hancock. Homewood, IIl.: Irwin, 1960. Pp. xvi+649. $7.50. 


The authors have done an admirable job of combining in one volume the 
analyses of techniques and the decision-making process involved in the manage- 
ment of consumer credit and commercial credit. Considerable emphasis is placed 
on the need for credit personnel to have a broad knowledge of the business of 
their own firm as well as of the occupation or business of the borrower and the 
general business conditions most likely to affect payment in the future. Thus — 
this book is considerably more thought-provoking for the reader and is of more 
lasting value to him than if it merely contained a discussion of accepted tech- 
niques to be followed under certain designated conditions. y 

While the authors consistently foilow the theme that consumers are ultimately 
the determining force in economic activity, they do not develop the underlying 
principles sufficiently to make a well-documented case. To support their theme, © 
the authors might have pointed out more emphatically the changing role of 
American consumers as purchasers and owners of capital goods. Until quite re- 
cently, the consumer, with few exceptions, paid for business-provided services on — 
a current basis (e.g., transportation). To provide these services, the business- 
man invested his own or borrowed money to buy the capital goods (e.g., buses 
or railway cars) capable of providing consumer service over a period of time. 
Now, however, the consumer more frequently buys his own capital good (eg., 
automobile) which will render him individualized service (e.g., transportation) 
over a period of years. In moving toward widespread ownership of his own cap- 
ital goods, it has been recognized that the high initial cost may well be beyond 
the immediate resources of the consumer. Thus, analogous to the business prac- 
tice of financing capital goods through debt, it has become usual to finance on an © 
amortized basis the purchase of capital goods by consumers. 

With this more widespread ownership by consumers of capital goods and the | 
concurrent increase in discretionary income, the economic behavior of the it- 
dividual consumer has shown another similarity to that of a business enterprise. : 
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Individuals are now more frequently weighing the relative advantage of liqui- 
dating assets versus borrowing to meet some immediate expenditure require- 
ments. As with business, individuals frequently decide that the cost of borrow- 
ing cash would be less than the loss associated with the liquidation of assets. 
Thus it seems clear that the analysis of the inflationary effects of changes in con- 
sumer credit outstanding has become much more complicated than implied on 
page 46 of the text. 

The average size of loan now granted by consumer finance companies is higher 
than the $250 figure quoted on page 151. The same may be said of the figures 
quoted for other consumer lenders. On page 212 the authors state that “occupa- 
tion should not in itself be the deciding factor in offering or withholding of 
credit—but it should be an important factor.” Perhaps a more valid conclusion 
would be that certain occupations are indicative of the extent of the credit in- 
vestigation required but that there is no list of occupations which would in it- 
self provide a reliable guide as to whether to offer or withhold consumer credit. 

In summary, its content, as well as the fine sets of questions for discussion at 
the end of each chapter, make this an excellent textbook covering consumer and 
commercial credit. The shortcomings of the book are minor and of a peripheral 
nature. Both the student and the practitioner should find it an extremely useful 
volume. 

S. Lees BootH 
Washington, D.C. 


Insurance 


The Economics of Life Insurance. By S. S. HuEBNER. 3d ed. New York: Apple- 
ton-Century-Crofts, 1959. Pp. xvii+250. $4.00. 


Thirty-three years ago, the venerable dean of American life insurance pub- 
lished the first edition of The Economics of Life Insurance. In this pioneering 
study, Dr. Huebner developed the “human-life value concept” into a complete 
economic theory of life-value. Now in its third edition, this work has been 
rightly accepted in life insurance circles as one of the “core” books in any in- 
surance library. The influence of the thoughts developed here on generations of 
life insurance students is incalculable. All will give honor to the Grand Old Gen- 
tleman both for his original work and for this recent revision. The latter has 
given health insurance equal billing with life insurance as a protector of human- 
life values against all types of economic death. It has also delved into the eco- 
nomic rewards that will accrue to us all if we put more emphasis on life-con- 
servation measures of the preventive-medicine variety. 

One hundred and eighty years ago, a fellow Philadelphian, Benjamin Frank- 
lin, noted that “it is a strange anomaly that men should be careful to insure 
their houses, their ships, their merchandise, and yet neglect to insure their lives, 
surely the most important of all to their families, and more subject to loss.” 
Old Ben would be pleased to see how his thoughts on the economic value of hu- 
man life have been expanded and subjected to the same scientific treatment as 
that long accorded property values. 

Under the new concept, human-life values are sufficiently finite to warrant the 
use of many of the measuring instruments and tools of property management, 
such as sinking funds, capitalization of earnings, depreciation techniques, phys- 
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ical maintenance measures, indemnification procedures, and other appraising and 
preserving devices. Human-life value, in an economic sense, is a measurable 
quantity. It is indeed unfortunate that these values are presently covered by 
only one-tenth of the life insurance needed for full protection. But, on the other 
hand, it is doubtful that many families could or would divert from present dis- 
posable personal income sufficient premium dollars to provide complete protec. 
tion. 

The human-life value is the capitalized value of the current earning power of 
the insured devoted to the support of family dependents. The author calculated 
this to be $3.5 trillion for all income earners in the United States, or five times 
the value of all tangible property. If the capitalized value of the services of 
housewives, potential services of students, values for the protection of business 
associates and creditors, and other values were added in, the total life-value for 
all purposes would amount to $7 trillion, or ten times the nation’s property 
values. It would be safe to assume that complete protection is unattainable, but 
Huebner would like to give it the old army try. 

It should be apparent to an almost blind auditor that the author is somewhat 
sold on the device of life insurance. In his admirable enthusiasm, the author is 
able to see only the virtues of life insurance. It is praised as the greatest device 
since the invention of the wheel. No limitations to the utility of life insurance 
are recognized. For example, Huebner points out the drastic shrinkage of com- 
mon-stock dollar values from 1929 to 1932, contrasting this with the negligible 
shrinkage of life insurance reserves. But not a word was said about the great 
increase in equity values from 1933 to 1959 and the tremendous purchasing- 
power loss of life insurance dollars during this period. The blade cuts both 
ways, but this is conveniently ignored by any militant life insurance advocate. 
To admit otherwise would be grounds for being drummed out of the club. 

Many of the topics covered in this book deserve the emphasis gained by rep- 
etition. However, this type of emphasis was given in entirely too many in- 
stances. If the reader gains the impression that he has read the same paragraph 
once or twice before, he is probably correct. Absolutely no mention is made of 
Old Age and Survivors Insurance, though it certainly fits into the life insurance 
picture of the United States. Possibly, if it is ignored, it will go away. 


Davin R. FitcH 
Texas A. & M. College 


International Finance 


Economie financiére. By Husert Brocuter and Prerre TABATONI. Paris: Presses 
Universitaires de France, 1959. Pp. xv-+693. Fr. 2,400 (paper). 


This is a book which commands our attention on at least one ground: that it 
is a textbook in public finance used by university students in France. As such, it 
affords us a view of the material taught in these courses not only in France but 
in practically all the Western European countries, as there is little difference to- 
day in the systems of education among the nations of Western Europe. 

Another thing makes the book interesting: the social and political background 
by which students of public finance in Europe are surrounded which is so differ- 
ent from our own. Under the impetus of the welfare state—so radically em- 
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ployed in Great Britain and the Scandinavian countries—and of such semi- 
socialistic devices as the enti naszionali as employed in Italy and France, public 
finance has acquired in Europe an “imaginative” character that is still largely 
foreign to our conceptions of the science. 

Economie financiére, though it is only a textbook, reflects sufficiently this 
tendency. The word “Economie” was not put in the title by caprice. Its purpose 
is to open the eyes of the student to the economic repercussions that one may 
stimulate as a result of the application of one or another method of fiscal 

licy. 

P The authors divide their study into four parts: the first part is dedicated to 
a descriptive analysis of the national economy in terms of basic financial stand- 
ards, such as the national income, taxes, public expenditures, and fiscal systems. 
There is an interesting chapter here on the “productivity” of the services ren- 
dered by the state. 

In the second part the authors follow the behavior of the public debt as it 
affects the growth of the economy, the pressure that it exercises upon the ger- 
mination of inflationary or deflationary currents in the national economy, etc. A 
substantial section of this part is given to the analysis of the operations of the 
Treasury as they aim at regulating the flow of money in trading markets. There 
is, of course, the inevitable chapter on the attainment of the contradictory 
goals of stimulating economic expansion, on the one side, and maintaining un- 
changed the general price level together with the internal value of the cur- 
rency, on the other. 

The third part deals with the economic consequences of the monetary opera- 
tions of the state—fiscal pressure and public expenses. It is in the exposition of 
this part especially that the peculiar European accent on the subject of public 
finance is particularly evident. Problems such as “the theory of fiscal justice,” 
“the fiscal criteria of economic optimum,” “taxes and the general equilibrium 
theory,” “differential taxation and economic risk,” “fiscal pressure versus in- 
flation, versus industrial productivity, versus the balance of international pay- 
ments, etc.,” “the productivity of social expenditures,” “social expenditures and 
the propensity to consume,” handled clearly but succinctly in the pages of this 
section, give to the book its unmistakable European character. 

Finally, in the fourth part the authors enter into an examination of the social 
and political aspects inherent in the management of the public debt. This part, 
too, is stimulating and challenging, and one readily gathers the impression that 
the authors would have been freer with their views on the subject, had they not 
been limited by the restrictions of textbook writing. 

The Bibliography is particularly valuable for the many references it makes to 
French, Italian, German, Spanish, and British publications, many of which are 
not adequately known in the United States. On the other side, references to 
American publications are somewhat incomplete. 


Book Reviews 


C. M. FLruMIANr 
Boston College 


The Canadian Economy. By Ricwarp E. Caves and Ricuarp H. Hotton. Cam- 
bridge: Harvard University Press, 1959. Pp. xxii+-676. $10.00. 


Canada has provided a continual lure to economists interested in testing theo- 
ties of economic change, but, with maidenly decorum, it has long repelled over- 
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familiarity, scorned the quick hypothesizer, and attempted to preserve its eco. 7 
nomic charm in a shroud of enticing clichés. Scholars have recently been un. | 
abashed, and in the last several years a surge of interest in searching her past | 
for clues to explain and predict her future has led to an important series of | 
studies by a Royal Commission and to a number of books by Canadian and f 


foreign economists. 


The Canadian Economy is definitely the most comprehensive, most interest- © 
ing, and best-organized single volume yet published on Canadian economic de- | 


velopment and its implications for future change. It is important reading both 
for newcomers to the study of Canadian economics and for those long familiar 
with the field. The first part consists of a marshalling of the main hypotheses 
which have been advanced to explain economic change in Canada and of a care- 
ful testing of these hypotheses against available statistics. The second part con- 
sists of a forecast for 1970 of the main economic aggregates, of the major out- 
put and expenditure components, and of the regional distribution of economic 
activity. 

In the first part Caves and Holton sift hypotheses, in order to derive a simple 
but very interesting model of economic development. Essentially, they advance 
an export-of-staples theory of economic growth in which the waves of economic 
advance are set in motion by the development of primary products for foreign 
markets. The theory, long associated with the work of the late Canadian eco- 
nomic historian H. A. Innis, is given new interest by incorporating it into a 
more complete model for explaining the movement of major aggregate variables 
and by showing its consistency both for short-run income determination and 
for regional development. While the two principal conclusions that the economic 
structure of Canada has been virtually unchanged over the first half of the 
twentieth century and that exports of staples hold the key to economic change 
may appear to be too rigid an interpretation of the empirical tests of the model, 
the authors have used great ingenuity in their arguments and have successfully 
challenged those who have held that Canadian development would follow rap- 
idly through stages observed in the development of a number of older countries. 

From 1955 to 1970 the authors predict an annual growth rate of total real 
output of between 3.3 and 4.5 per cent—slightly below the range of 3.7 and 4.7 
per cent forecast for the same period by the Royal Commission on Canada’s 
Economic Prospects. Principal interest, however, should be centered on the var- 
ious techniques used to forecast the components of output and demand, the most 
original of which is the use of an interindustry table both as a forecasting de- 
vice and as a check on the consistency of the other forecasting methods. While 
qualitative judgment is used extensively, the model of the first part provides the 
basic foundation for the forecasts, and the authors do not foresee any sharp 
changes in the pattern of growth. Primary production rather than secondary 
production is expected to continue to set the pace of Canadian development. 

Many important contributions are made to an understanding of Canadian eco- 
nomic history, to regional economic analysis, and to the techniques of predicting 
the size and pattern of development. Unfortunately, the authors do not attempt 
to provide a summary of the importance of their analysis and predictions for 
current policy debates. Economic policy is incorporated in the forecasts, includ- 
ing, for instance, the crucial and currently inaccurate assumption that policy ac- 
tion will maintain full employment except during short minor recessions. The 
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aura of “problemlessness” for Canadian economic development which surrounds 
the conclusions is therefore more assumed than real. 


Book Reviews 


C. SmMitH 
University of California, Berkeley 


Budgeting in Public Authorities. By a Stupy Group OF THE RoyaL INSTITUTE 
or Pustic ADMINISTRATION. New York: Macmillan, 1959. Pp. 299. $6.50. 


This volume is the product of the third major research undertaking organ- 
ized in recent years on a study-group basis by the Royal Institute of Public 
Administration. The chairman of the group was Dr. R. S. Edwards, who was 
joined by some twelve practitioners of fiscal administration representing both 
the government service and the private sector. Miss J. S. Hines served as re- 
search officer and drafted the report. 

The term “authorities” has a much broader connotation here than in Ameri- 
can terminology. The study group has surveyed budgetary practice in the whole 
of the public sector under four major heads: the government departments, the 
hospital service, local authorities (local government), and the nationalized in- 
dustries. The report thus becomes a study of comparative budgeting among the 
major components of the public service. About half the volume is devoted to an 
examination of the revenue budget—its preparation, modification, adoption, and 
execution. Two chapters are directed to capital expenditure planning and budg- 
eting and one chapter to the cash budget. The report thus becomes a kind of 
general introduction to the whole of government budgeting in Britain, with the 
cardinal virtue of examining the entire range of public organizations and not 
just the central government, as is common in most treatises on this subject. 

Although this is essentially a survey of practice, the study group has done an 
excellent job in identifying major policy issues that run through all components 
of the public service. There is emphasis here on a single budget system for any 
department, agency, or undertaking, with a single set of accounts to assure that 
the budget will serve all its potential purposes; these should be supported where 
necessary by auxiliary financial and non-financial data. Long-term capital plan- 
ning programs are needed to provide a consistency and continuity for the an- 
nual capital budget. Performance standards, frequently non-financial, must be 
developed as a basis for current account estimates. Accrual accounting should be 
extended wherever possible so that budgets will reflect more accurate measure- 
ments of program costs rather than obligations or expenditures, as is customary 
with most government activities. And both budget procedure and classification 
should fix personal responsibility for budgetary outcomes. Apparently, the Brit- 
ish have at least as much difficulty on this latter score as governments in this 
country. 

A survey volume of this kind should not be harshly criticized for shortcom- 
ings that are undoubtedly inherent in its basic approach. Nevertheless, the re- 
port does contain a great many rather meaningless generalizations, such as 
“Questions of policy are certain to be raised in fixing income and expenditure or 
planning the use of limited resources” (p. 52). 

The student of United States budgeting will feel that the major omission is 
the failure of the study group to examine in other than cursory fashion the ap- 
propriate degree of central budgetary control over the nationalized industries. 
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Not too many years ago some dissident members of the Labour party had a 
slogan, “Socialize the nationalized industries.” In this country our national goy- 
ernment corporations are rather thoroughly “socialized” by way of central 
budgetary control. Can the British continue indefinitely with the patterns of 
relative autonomy that now prevail? 


Jess—E BuURKHEAD 
Syracuse University 


The Fiscal System of Venezuela: A Report. By Cart S. SHoup, Joun F. Due, 
Lyte C. Fitcu, Sir DonALD MACDOoUGALL, OLIVER S, OLDMAN, and Stan- 
LEY S. Surrey. Baltimore: Johns Hopkins Press, 1959. Pp. xiii+491. $8.75. 


The nightmare of the citizens of Caracas is to awake one morning to find that 
the oil wells have run dry. Oil provides over 90 per cent of Venezuela’s foreign 
exchange and at least 70 per cent of the government’s revenue. Elaborate gov- 
ernment construction and public works programs have been easily financed with- 
out the common inflation ailment of rapidly growing societies or persistent bal- 
ance-of-payments difficulties. Yet, for all this opulence, Venezuela has a woe- 
fully inadequate educational system. A large section of its rural population lives 
in ignorance and squalor, scratching a bleak existence from the soil in this era 
as for generations past. The country has equipped itself with only the window- 
dressing of economic progress. 

The political upheaval which turned out dictator Jiménez in January, 1958, 
led to the formation of the Shoup Commission in May and the preparation and 
submission of a report in August of the same year. The report, with some addi- 
tions and revisions, became the book under review in the following year. Such 
speed has its costs. 

The main focus of the report is the tax structure other than those taxes di- 
rectly assessed against the oil companies. The commission was asked to prepare 
recommendations for improvement. At the time of the study, the tax structure 
consisted of a schedular type of income tax, import and customs duties, various 
commodity taxes, and a number of minor sources of revenue. 

The recommendations call for uniform tax treatment of all types of income 
with a single rate schedule, separation of corporate from individual income taxa- 
tion, overhaul of the rather clumsy system of tax administration, abolition of a 
low-yielding gross receipts tax, increase of the rate of tax on gasoline, a revision 
of import duties and their administration, and an urban real estate tax. Stress 
is placed on more complete government statistical services and on improvement 
in administration generally. The manpower engaged in government administra- 
tion appears to be large in relation to the tasks actually performed. 

How appropriate the tax reforms are for Venezuela’s economy is difficult to 
judge. In the new income tax law, summarized in an appendix, the commission’s 
recommendations seem to have been largely ignored. The revenue is to be in- 
creased, but about 80 per cent of the additional yield is to come from the oil in- 
dustry. The influential class of Venezuelans is not yet prepared to tax itself. 

A report of this character, with its restricted frame of reference, has serious 
limitations as a book. There is no systematic review and analysis of the govern- 
ment’s expenditure programs. The impression of highly wasteful practices and 
an undue emphasis on steel and concrete is created, but it is only an impression. 
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The chapters purporting to describe the Venezuelan society read like a first 
draft. One is told that the rate of population increase is 4 per cent per year; 
later on, this figure is revised downward to a more believable 3 per cent. Al- 
though the oil industry is mentioned often, there is no systematic analysis of its 
role in the economy. Many interesting questions are raised, only to be dismissed 
for lack of time. 

A more thorough study might have emerged if one or two members of the 
commission could have been persuaded to use the initial report as a rough draft 
for a book. Much of the present material might not have survived, and some of 
the crucial omissions—crucial even from the restricted aim of understanding the 
country’s public finances—could have been repaired. The long and carefully pre- 
pared legal sections, appropriate in a report to finance officials, become a bit 
tedious for a wider audience. Some of the more interesting economic questions, 
such as why prices and costs in bolivars when converted at the exchange rate are 
so much higher than United States prices, might have been pursued. 

Venezuela is an extraordinarily interesting society, more because of its fail- 
ures than its successes, and one may be properly grateful for any light thrown 
on its functioning. For generations, the wealthy groups in that country have 
lived their comfortable lives while a majority of their countrymen have existed 
under wretched conditions, One wonders how long this state of affairs can per- 
sist. Perhaps the nightmare more appropriate to the drams of the affluent citi- 
zens of Caracas is the dictator who finds his support in the hinterland. 


Ear R. RoLPpH 
University of California, Berkeley 


Canada in the World Economy. By Joun A. Stove.. Cambridge: Harvard Uni- 
versity Press, 1959. Pp. xiii+-364. $7.50. 


The title of this book is misleading. It is primarily a detailed re-examination 
(100 pp.) of Professor Jacob Viner’s 1924 David Wells Prize-winning mono- 
graph entitled Canada’s Balance of International Indebtedness, 1900-1913 that 
sought to analyze Canada’s balance-of-payments situation and price-level trends 
in the years 1910-13. Dr. Stovel also devotes about 70 pages to explaining in- 
ternational trade principles and other pertinent economic theories that he ac- 
cepts, 20 pages to Canadian economic history between 1763 and 1913, 85 pages 
to analyzing Canada’s balance of payments in the interwar period (1919-1940), 
and 15 pages to a postscript chapter on events after World War II. He might 
better have called his book “A Theoretical and Historical Analysis of Canada’s 
Balance of Payments, 1896-1940.” The book also contains 27 charts, 7 tables, 
an Appendix which is a critical analysis of Canadian trade statistics, a good 
Bibliography, and the Canadian balance of payments year by year, 1900-1957. 

Stovel’s “béte noire” is the classical economics analysis used by Viner. Dr. 
Viner’s book was written at the suggestion of the late Professor Frank Taussig 
of Harvard. Stovel began his book as a doctoral dissertation in 1949 under Pro- 
fessor Alvin H. Hansen and Professor Seymour Harris of Harvard, somewhat at 
their suggestion. Speaking of the Viner study, Stovel says: “My reaction to the 
isolated ‘empirical’ verification of the ‘classical’ capital transfer theory was that 
it owed its success to a fortuitous set of circumstances that could be given an- 
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other rationale” (p. vii). He also undertook his re-examination to show “how 
much or how little has been learned in the field of international trade theory in 
the last generation” (p. 129). Stovel concluded that Viner was obsessed by one 
theory (p. 174), that he paid too scant attention to business-cycle theory (p. 
175), that he did not use statistics with sufficient care (pp. 182, 184, 188), that 
he lacked such modern concepts as the foreign trade multiplier (p. 157), and 
that he has been slow to accept the up-to-date tools of analysis. Stovel showed 
his manuscript to Professor Viner, but, as Stovel reports it, Viner did not de- 
fend himself very vigorously (p. 190). This is a sweeping indictment of a highly 
regarded scholar. 

Briefly, in the yars 1900-1913 Canada, a debtor gold-standard nation, bor- 
rowed heavily, especially from England, a creditor gold-standard nation. Canada 
then experienced a sharper price-level rise than either England or the United 
States and had an excess of imports. Viner and Taussig contended that the in- 
creased capital imports largely explained Canada’s sharper price rise. Viner 
wrote: “No factor was operating during this period, other than the import of 
capital, which would adequately explain a substantially greater rise in prices in 
Canada than in the world at large” (quoted on p. 169). Stovel replies that 
Viner’s price index exaggerates the price rise that took place in Canada. Any- 
way, many other factors operated too, such as great economic growth in this 
period, domestically financed investment associated with credit expansion, in- 
novation, tremendous immigration, urbanization, increasing demand for Cana- 
dian exports and cyclical influences (pp. 170-76). Stovel stresses that “the si- 
multaneity of the increased demands for outside capital and for imports must 
be emphasized. . . . In my view, the process of lagged income propagation as 
dealt with in dynamic foreign trade multiplier analysis provides an important 
explanation for the remaining adjustment which took place” (p. 212). And he 
adds: “My approach in analyzing the particular period in Canadian economic 
life has been as much historical as theoretical” (p. 213). 

Stovel has his pet theories too—the foreign trade multiplier, growth theory, 
and business-cycle theory—and he clearly has little use for the gold standard 
and classical analysis. He is an able and careful researcher and a forceful ex- 
ponent of his own point of view. 

Donatp L. KEMMERER 
University of Illinois 


Investments 


The Evaluation of Common Stocks. By ARNOLD BERNHARD. New York: Simon 
& Schuster, 1959. Pp. x+182. $3.95. 


Value Line enjoys a place of privilege in the thinking of many analysts. This — 


four-chapter book written by the founder and editor of the service is a lucid 
statement of the methods that the service uses to evaluate securities. 


Chapter 1 effectively demonstrates that the value of a security is related to its © 


dividend-paying ability. Inflation, technological change, or other economic de- 
velopments are important to a stockholder only insofar as they influence his 
company’s earnings; for, in the author’s view, none of these forces has an in- 
dependent effect on security prices. 


The next two chapters describe in detail three different methods of using a 
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company’s dividend-paying ability to evaluate its securities. Each of the three— 
Quality Grade, Appreciation Potential, and Intrinsic Value—differs from the 
others, for each seeks to answer a different question. 

Quality Grade attempts to rank securities according to risk. It combines into 
a sicgle measure the growth in earnings and dividends over the past years and 
the price stability of the security within a single year. The highest rank, A+, is 
given to securities with large consistent gains in earnings and dividends and lit- 
tle price fluctuation. The lowest rating, C—, is given to those firms with a de- 
clining trend in earnings and dividends and large price fluctuations within a 
single year. 

Appreciation Potential is a method of capitalizing the estimate of a security’s 
dividend-paying ability over the next three to five years. To estimate earnings, 
a hypothetical level of economic activity is projected three to five years in the 
future. Each company’s sales are then linked to a relevant component of the 
projection. Earnings are determined by multiplying estimated sales by estimated 
profit margins. 

The earnings estimate for a company may, of course, be in error. Since all 804 
companies regularly reviewed by the service are analyzed with the same assump- 
tion made about GNP, each company’s relative standing may be significant, 
though the absolute level of projected earnings may miss its mark. 

Can the concern over earnings itself, however, be criticized? Assume that two 
firms are identical in all respects except that one uses accelerated depreciation. 
The earnings of this firm will be lower, but it will generate more cash than the 
other. Does Bernhard’s method have the flexibility to indicate that the firm re- 
porting lower earnings may be the preferable investment? 

The answer lies in the affirmative, for the firm using accelerated depreciation 
will enjoy a better working-capital position, and, other things being equal, pay 
out a larger percentage of its cash earnings, the sum of depreciation charges and 
earnings after taxes. Since a security’s value is estimated by capitalizing its 
dividend-paying ability, the firm using accelerated depreciation will not be penal- 
ized and may command the higher price. 

Intrinsic Value is determined by combining next year’s estimated earnings 
and dividends adjusted by the performance of securities of comparable quality 
and last year’s price. The measure attempts to assist an investor in timing his 
purchases and sales. If a fifty-two-week moving average of a security’s price is 
below its intrinsic value, Value Line suggests that the security is undervalued; 
if it is above, it may be overvalued. 

The concluding chapter brings these three methods of evaluating securities to- 
gether for analyzing the effectiveness of a portfolio. 

This small volume is both useful and provocative. It will undoubtedly be- 
come important supplementary material in the classes of many universities, and 
it belongs on the reference shelves of all practicing analysts. 


EuGENE M. LERNER 
City College of New York 


Charles H. Dow and the Dow Theory. By Grorce W. BisHop, Jr. New York: 
Appleton-Century-Crofts, 1960. Pp. x+359. $6.00. 


Much has been written about the Dow theory but little about the man whose 
name it bears. Bishop’s carefully drawn biographical sketch makes it possible to 
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gain some insight into the nature and character of the man—Charles H. Dow. 
But by far the more significant aspect of the book is the serious question it 
raises as to whether Dow actually expounded the theory attributed to him, The 
book, therefore, is particularly interesting both to students of finance and to 
those actively engaged in the field of investments. 

At the outset, the author sets two goals for himself. He states that “an ade- 
quate study of Dow’s writings has never been undertaken” and that “a truly 
objective study of the Dow Theory remains to be published.” The first mission 
is clear-cut and is successfully accomplished. In regard to the second, the author 
means by the phrase “a truly objective study” a study dealing with the origins 
of the concept. He is concerned with the ancestral strain rather than with an 
“objective study” in terms of the performance of the theory. 

Within this frame of reference, the author presents formidable evidence indi- 
cating that, although Dow investigated in detail the short- and long-run price 
fluctuations in both individual issues and groups of stocks and distinguished 
three basic types of movements, he did not formulate them into a market the- 
ory. This was done by others, principally William Peter Hamilton and Robert 
Rhea. In this connection, the author reviews quite carefully Hamilton’s inter- 
pretation of Dow’s editorials and points out that apparently some of the tenets 
are strictly the product of Hamilton’s work. With respect to Rhea, Bishop con- 
siders that he “canonized Hamilton and firmly established the Hamilton version 
of the Dow Theory as standard.” 

The biographical material indicates that Dow was a man of substantial 
breadth of experience, intellect, and interest—“a many-sided person”; that he 
had a good understanding of economics, history, banking, labor, politics, and 
corporate finance, as well as of the stock market. This picture of the man as- 
sists in appraising the editorials he wrote. At the same time, one wonders wheth- 
er there would have been merit in reducing somewhat the discussion pertaining 
to his early journalistic endeavors and to the editors under whom he served and, 
instead, including some material pertaining to the broad investment approaches 
that then prevailed in regard to common stocks. Certainly, the prevailing 
thought on this subject must also have had an impact on Dow’s writing. For 
example, may not the statement from an editorial of March 1, 1900, that “stocks 
as a general rule are better fitted for speculation than for investment” have 
been generally accepted dogma at that time? 

Undoubtedly, what the reader finds in the book will be influenced by his own 
basic concepts. Since this reviewer believes in a “value” approach in contrast to 
a “technical” approach, his views are to that degree not entirely objective. Nev- 
ertheless, the material as presented seems to indicate that Dow—keen observer 
and student of the market—was fundamentally seeking a broad approach that 
would enable him to discuss more consistently and effectively common stocks in 
general and price movements in particular. Bishop states: “Like other financial 
journalists he viewed and interpreted the economic scene as it unfolded. This 
entailed the treatment of many subjects of varied nature on a daily basis in his 
editorial column, and not the systematic presentation of a theory as such.” 

As the author makes clear, Dow considered that value had a significant role 
to play in common-stock investing for the outsider. In fact, he set forth stand- 
ards for deciding values and then suggested that stocks should be selected with 
market prices below their value and should not be sold until prices were up to 


5 
7 
t 
i 
| 
q 


Book Reviews 597 


or above value. Conceptually, this is not too far from the approach proposed in 
Graham and Dodd, Security Analysis. However, Dow apparently wuld base 
value in part on anticipated short-run earnings rather than on “average future 
earnings.” 

Smpney CoTTLe 
Stanford Research Institute 


The Story of Investment Companies. By HucH BuLLock. New York: Columbia 
University Press, 1959. Pp. xii+305. $5.95. 


This survey by one of the important figures in the investment company field 
is a welcome addition to the rather meager literature on investment companies, 
aside from selling material. A witty friend of the reviewer always makes it a 
point to twit his hostess by saying of the dinner “What there was of it was 
good, but. . . .” A similar comment might be appropriate here. 

The book is strongest in its discussion of the development of British invest- 
ment companies and of the experience in this country in what the author de- 
scribes in two chapters as “The Roaring Twenties” and “After Me the Deluge.” 
The summary of the Investment Company Act of 1940 is clear. It is to the au- 
thor’s credit that he leans heavily on the exhaustive report of the Securities and 
Exchange Commission, which at one time was attacked quite violently in some 
quarters. 

A unique feature of the book is to be found in the sketches of individuals 
who have been prominent in the investment company world. With a few excep- 
tions, these sketches could have been expanded to advantage, 

It would be hard for anyone writing about so successful an industry to re- 
strain his enthusiasm. Bullock writes with understandable pride and concludes 
his chapter on the current American scene with these words: “By trial and er- 
ror, by baptism of fire, by the application of many minds to the problem over a 
long period of time, there appears to have evolved an investment which is as 
satisfactory for the average investor as any he is ever likely to find.” 

The most serious shortcoming of the book is the absence of a more thorough 
appraisal of investment company management, The industry has benefited from 
aggressive marketing and the broad rise in common-stock prices in recent years, 
The author should have made some mention of no-load funds, The question as 
to whether investment companies have been responsible directly or indirectly in 
large part for the bidding-up of the price of “blue chips” surely deserves more 
study, It is stated flatly that there is no question that investment companies are 
a stabilizing influence in the stock market (p. 160), This is begging the ques- 
tion, and no evidence of the validity of the conclusion is provided. Other open 
questions, such as the size of the management fee and reciprocity between 
brokers and investment company sponsors, receive little or no attention. One 
would like to see more decisive comment on specialized versus diversified funds. 
Funds limited to one industry seem to run counter to the basic principle of in- 
vestment companies. 

The author deals rather gingerly with the question of discounts at which 
many closed-end funds sell. Whether closed-end companies should raise addi- 
tional capital by offering stockholders the right to buy additional shares when 
their outstanding shares are selling substantially below net asset value is not 
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discussed. In asking why investors buy shares of mutual funds at a premium 
when they may buy shares of many closed-end companies at a discount (p. 167), 
the most obvious answer is not disclosed, namely, that open-end companies do a 
superb selling job, and the difference between commission rates and the average 
selling commission is large. 

The book contains a serviceable Glossary, an excellent Bibliography, and a list 
of investment companies and investment company groups. Some 30-odd pages 
are devoted to excerpts from annual reports of investment companies. The re- 
ports are easy to obtain, and the interested reader would want the latest re- 
ports. On the other hand, the casual reader will probably pay little attention to 
the reports. 

L. WEIssMAN 
New York City 


Investing in American Industries. Edited by Lester V. PLum. New York: Har- 
per, 1960. Pp. xxi+404. $6.95. 


The 13 authors are security analysts and industry specialists for the specific 
industries which they have covered. The book should prove a useful addition to 
the library of professional investors, college and university students, and serious 
laymen interested in the fundamentals to be considered in investing in the in- 
dustries reviewed. This is not, and does not purport to be, a basic investment 
book for either the student or the laymen but rather is a valuable supplement to 
such books. As the authors point out, there is already “an adequate body of fi- 
nancial literature which provides a description of available securities, explains 
the technique of analyzing financial statements and lays down general principles 
for minimizing investment risks.” 

This is the first book to discuss the investment characteristics of certain in- 
dustries from the viewpoint of the security analyst. Thus the approach is dif- 
ferent from those books on the development of American industries which con- 
sist of chapters on various industries written by administrators and executives. 
The authors of Jnvesting in American Industries believe that selecting common 
stocks is equivalent to deciding what kinds of business in American industry one 
would prefer to own. 

The very limitations of physical size restrict the number of industries that 
may be covered. The editor selected the following ten industries to be included, 
and they are discussed in this order: non-ferrous metals, steel, business ma- 
chines and electronic data processing, chemicals, paper, electric utilities, rail- 
roads, petroleum, aircraft and insurance. One can understand the temptation for 
the editor to explain, in the Preface, why certain industries were included and 
others rejected. However, it probably would have been best to have resisted 
this temptation because the discussion had to be quite general and many pro- 
fessionals at least would rather strongly disagree with these unsupported gen- 
eralities. Just as examples, many of those on Wall Street would immediately 
take issue today (perhaps not in 1957) with the statements that “oils represent 
[an] important growth area” and that the non-ferrous metals, as a group, can be 
similarly characterized, or with the strong implication at least that the railway 
industry provides only speculative opportunities. The industries included could 
have earned justification for inclusion on the basis of material discussed in the 
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chapter covering the industry, and those omitted could simply have been elimi- 
nated by default. However, disagreement with this discussion in the Preface 
should not be considered as any basic weakness which detracts from the valua- 
ble contribution of the book itself. 

The brief section “About the Authors” furnishes adequate biographical infor- 
mation in all cases to justify the designation as expert industry specialists, ade- 
quately qualified to write on the areas of their contributions to the book. How- 
ever, it is never possible, even with excellent editing, to put together a book in 
any broad area, with chapters written by different authors and have the quality 
completely uniform or each chapter worthy of a top rating. Nevertheless, each 
chapter in this book will add to the knowledge of the serious student of invest- 
ments. 

Certain chapters deserve special commendation. The chapter on non-ferrous 
metals and especially the section on aluminum is objective and well balanced. 
The writer indicates clearly both the cyclical, as well as the growth, character- 
istics of aluminum. His conclusions on copper stocks and gold stocks point out the 
problem of timing and represent sound conclusions, and the section on steel also 
is excellent. The chapter on chemicals is not only basically well done but, in ad- 
dition, is presented in unusually clear as well as interesting form, characteristic 
of this author’s style developed through years of very successful and varied suc- 
cessful publishing experience. Finally, the chapter on petroleum is well devel- 
oped and covers all important segments of this complicated industry, which at 
the moment has enough serious problems to be out of favor with the majority 
of investors. Any actual or potential investor in the petroleum industry should 
find a careful reading and rereading of this chapter quite rewarding. 


Dovctas H. BELLEMORE 
New York University 


Common Stocks and Business Cycles. By EpGAR LAWRENCE SMITH. New York: 
William-Frederick Press, 1959. Pp. 226. $10.00. 


Many people directly interested in common-stock investments for institutions 
and individuals will hark to the name of Edgar Lawrence Smith. His Common 
Stocks as Long-Term Investments, published in 1924, continues to be quoted 
and did much to develop a new attitude toward investing in common stocks. It 
was well ahead of its time. 

So it was with some eagerness that I turned to Mr. Smith’s latest book (he 
published Bankers Gold, in 1933, and Tides in the Affairs of Men, in 1939) en- 
titled Common Stocks and Business Cycles. The first 67 pages of his new book 
comprise “A Backward Glance.” They are interesting as a review of what Smith 
told in 1924, with abundant subsequent quotations from various people relating 
to the Great Crash and subsequent developments. It is in this section that the 
reader first becomes aware of what is coming. The name of W. Stanley Jevons 
begins to appear on page 53 and appears frequently thereafter, along with oth- 
ers who studied whether there is a relationship between sunspots and business 
cycles, either through crop variations or through waves of optimism and pessi- 
mism related directly or indirectly to weather conditions. 

Smith directs a series of tests to this matter. Mechanically the tests are based 


nium 
167), 
doa 
a list 
pages 
re- 
t re- 
m to 
Har - 
cific 
nto 
rious 
e in- 
ment | 
itto | 
fi- 
lains 
| 
 in- 
ait. | 
con- | 
ives. 
mon 

that 
ded, 
ma- 
for 
and 
sted 
pro- 
zen- 
tely { 
sent 
1 be 
way 
yuld 
the 


600 The Journal of Finance 


on a “Decennial Pattern,” developed in Tides in the Affairs of Men, which as- 
sumes three complete cycles during each decade, each of forty months’ dura- 
tion. The tests relate weather cycles, rainfall, and temperature with New York 
bank clearings and debits, United States pig iron production, and stock prices on 
the New York market. The results of these comparative tests are suggested as 
sustaining Smith’s solar-economic hypothesis that changes in all forms of solar 
radiation which reach the earth are reflected in atmospheric variations; that at- 
mospheric or environmental changes determine the health and moods of the 
population; and that records of weather changes may be used as an index of 
probable human behavior, including business activity. Attention is then given to 
methods of appraising cyclical probabilities which have been used on numerous 
occasions and which might have been used more extensively in forecasting im- 
pending changes in stock price averages. These are given in two categories, one 
using weather indexes for projection and the other being purely chronological, 
using no weather or solar data. 

Perhaps sometime we shall have sharpened our statistical tools in the field of 
economics and qualified the input of data to a place where the investment man- 
ager can come closer to predicting what he wants to predict. But the time is not 
yet arrived, in spite of the publication of Common Stocks and Business Cycles. 


C. GREENOUGH 
New York City 


Money and Banking 


Commodity Reserve Currency: The Graham-Goudriaan Proposal for Stabilizing 
Incomes of Primary Commodity Producers. By E. M. Harmon. New York: 
Columbia University Press, 1959. Pp. 139. $3.50. 


The author of this little book, of 107 pages of text plus appendixes and Index, 
is listed by the publisher as Dr. Elmer M. Harmon, secretary of the Research 
Council of the American Bankers Association and formerly an instructor of eco- 
nomics at the College of the City of New York. 

The publisher’s blurb provides the following statement as to the purpose of 
the book: 


The instability in primary commodity markets keeps the free world from utilizing 
fully all its resources and from enjoying the greatest possible abundance. The wide 
fluctuations in the prices of raw materials and the difficulties created by these 
fluctuations pose a challenge to the free enterprise system. Here is a situation which 
affects producers and buyers alike, exporting and importing countries, and both de- 
veloped and underdeveloped areas of the world. 

What can be done about this problem without stifling the private enterprise system 
or discouraging the growth of free institutions? Economists of both the League of 
Nations and the United Nations have made exhaustive studies on these price fluctua- 
tions and have labored to produce solutions to this unsolved problem. 

In this book, Dr. Harmon examines some of the major schemes which have been 
proposed for stabilizing the markets of raw materials. 

He then concentrates on one which he sees as holding the greatest promise of im- 
proving primary commodity markets—a plan proposed independently by Benjamin 
Graham and Jan Goudriaan. Under this plan there would be established a buffer 
stock of standard storable commodities entering international trade. Rather than deal- 
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ing with individual commodities, however, this scheme would seek to stabilize the 
price of a unit of commodities. The stock of commodity units—financed through a 
commodity reserve currency—would be purchased should the price of the unit fall 
below a stated stabilization level, or sold should the price rise above. 


This book is not devoted to monetary reform but, instead, to a program for 
financing multicommodity buffer stocks as a means of producing stability in 
commodity markets. The author offers his analysis as an aid in creating “a 
framework within which our free enterprise society will grind out the fruits of its 
plenty growing, steady, and abundant amounts for all” (p. 107). 

Since the footnotes are in an appendix, one is forced to turn to it if he wishes 
to scrutinize a citation; and often from that to the Bibliography because of the 
common incompleteness of the footnote references. 

The book is heavily mathematical and statistical in character; and, although 
the author reveals capacity to dig intensively into the subject selected for re- 
search and to employ mathematical tools, this reviewer doubts that the subject, 
which the author asserts (p. 39) “the vast laity of economists, it would appear, 
have relegated to the limbo of schemes of monetary cranks,” was worth the ef- 
fort made or that the product offers any thing practicable for the United States 
or free private enterprise. 

The author frequently uses the word “would” and sometimes the word “must” 
in a manner that takes him outside the bounds of science (for example, on pp. 
12, 15, 31, 32, 39, 77, 106, and elsewhere). 

WALTER E. SPAHR 
New York City 


Profitable Banking. By Cuirrrorp L. HursmitnH. Boston: Bankers Publishing 
Co., 1959. Pp. xvii+325. $10.00. 


This book is written for bankers with the express purpose of showing how 
bank profits can be increased. The author, while actively engaged in the banking 
business in Texas, has been concerned over declining bank profits. Despite tre- 
mendous growth in volume of demand deposits in recent years, salaries and divi- 
dends have been low, and banks have been unable to attract new capital. From 
replies to letters and questionnaires sent over a number of years to leading 
bankers and banking agencies, Mr. Hufsmith has concluded that the basic rea- 
son for poor bank profits is the inadequate return received by bankers for their 
services to demand depositors. 

Fully half the book is devoted to an analysis of the “demand deposit con- 
tract.” Banks perform three distinct functions in connection with demand de- 
posits: safekeeping of money payable on demand, transfer of money by check, 
and conversion of checks into money. Using figures taken from reports of su- 
pervisory banking agencies and by hypothetical examples, it is shown that these 
ver should be sold separately and at prices high enough to allow a profit for 
the 

The “earnings credit-service charge” plan, used with variations by most 
bankers today, not only is inadequate profit-wise but is an evasion of Federal 
Reserve law and regulations, which prohibit payment of any form of interest 
on demand deposits. Reducing service charges by giving depositors a share of 
the bank’s earnings on unused balances results in some free check service, 


has. | 
dura- 
York 
PS On 
as} 
solar 
t at- 
the | 
xof | 
n to | 
TOUS 
im- 
one 
dof | 
nan- 
not 
cles. | 
UGH | 
zing bel 
dex, | 
irch 
of 
zing 
vide 
1ese 
ich 
de- 
fem 
of 
ua- 
| 
nin . 
fer 
| 


602 The Journal of Finance 


which is in accordance with traditional banking practice. The author regards 
this as a subsidy to the business community and considers it contrary to the 
profit axiom of free enterprise. 

Hufsmith seems to have a special meaning for “free enterprise,” a term he — 
uses frequently throughout the book. As he sees it, the sole aim of free enter. — 
prise is to make a profit through the sale of goods and services to customers 
with a “need.” He maintains that depositors, whose need is to transfer money, 
resent the earnings credit-service charge plan because it is in violation of this 
profit axiom. He feels that a price policy profitable to the bank should be 
better understood and accepted by depositors, even though more costly to them. 
In the field of savings deposits, banks compete with savings institutions for 
larger volume but do not realize maximum profit from investment of these de- 
posits because of the prevailing custom of paying savings and time deposits on _ 
demand. This, too, is contrary to free-enterprise profit axioms. 

The remainder of the book is directed to a discussion of the adequacy of 
bank capital and the unprofitableness of the secondary reserve, which consists 
largely of government bonds. It is shown that banks lack sufficient capital to 
cover risks involved in short-term loans to business and industry and conse- 
quently invest a large share of deposit money in safe, but low-interest-yielding, 
bonds. This, also, is not in agreement with Hufsmith’s idea of free-enterprise — 
profit axioms. In conclusion, an appeal is made to lawmakers and to Federal © 
Reserve and other banking authorities to aid banks in making demand deposit 
and loan transactions more profitable. Bank managers are challenged to a criti- 
cal examination of their policies with a view to increasing profits. 

A serious weakness of the book is the constant repeating of facts and reitera- 
tion of arguments and conclusions. The author is aware of this and indicates 
in the Foreword that he believes repetition is necessary for an understanding of 
“overlooked facts and applicable logic.” It is felt, however, that so much repeti- 
tion unduly lengthens the discussion without adding new material. The book 
would be improved by the addition of an index and more reference and biblio- 
graphical information. The style is simple and straightforward, with short 
sentences, paragraphs, and chapters. Illustrative problems and tables are skil- 
fully incorporated into the text without interrupting the smooth-flowing 
discussion. 

The forthright examination of banking problems removes much mystery from 
bank procedures and makes the book interesting to non-professional readers. It 
is questionable, however, whether the average demand depositor will be happy 
with the proposal that he should pay more for check services in order that the 
banker may enjoy more profits. 

Janet L. Weston 
University of Illinois 


The Business Cycle. By R. C. O. Mattuews. Chicago: University of Chicago 
Press, 1959. Pp. xv+300. $3.00. 


This new volume of the distinguished “Cambridge Economics Handbooks” is 
the first to be produced under joint Cambridge-Chicago sponsorship. Professor 
Friedman now appears with Mr. Guillebaud as coeditor in an effort to expand 
the range and usefulness of the series, and if the editors can maintain the 
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standard set by Mr. Matthews, they will surely succeed. The book is in the best 
Cambridge tradition, not only in general outlook, but also in clarity and econ- 
omy of exposition. At the same time, the author has managed to incorporate 
many, if not most, of the major contributions to his subject from both sides of 
the Atlantic. It is, altogether, an admirable piece of work and a most welcome 
addition to the series. 

The volume contains, in familiar format, fourteen chapters averaging some 
twenty pages each. A short introduction leads immediately into the most diffi- 
cult part of the book, in which formal models of the cycle are developed, first 
generally, and then with special reference to investment. These early chapters 
are hard reading, not because the treatment lacks clarity, but because the level 
of abstraction is high and the exposition must be worked through very carefully. 
With that much done, the remainder becomes relatively easy going. Inventory 
investment, housing, consumption, and money and finance are discussed in the 
next chapters. Then come the special problems of upper and lower turning 
points, international aspects, periodicity, trend, and cycle policy. 

Obviously, this is not a book for beginners, and not many second-year stu- 
dents in this country will find it illuminating. Advanced undergraduate and 
graduate students, however, would do well to spend some hours with it, and 
professional non-specialists can get a good view of the current state of the sub- 
ject from it. As a handbook should be, it is a small volume that can be studied 
profitably without needing to be “taught.” 

Since I have already expressed such high admiration for this book, I shall not 
be misunderstood in expressing some reservations as well. Precisely because the 
whole treatment is so good, it reveals limitations inherent in macroeconomic 
analysis of cycles that neither we nor our students should be allowed to forget. 
Economic fluctuations are here defined at the outset (p. 3) as fluctuations in 
national income at current prices; these are logically attributed to fluctuations 
in aggregate demand composed of consumption and investment; and the models 
developed are naturally aggregative in nature. We are a long way, then, from 
the painstaking microeconomic approaches of, say, Mitchell and Schumpeter, 
and, though we go faster at first, we may get no further in the end. This volume 
affords some excellent illustrations, of which I will cite two: 

1. The problem of the lower turning point (chap. 10) is perplexing in ag- 
gregative models where net investment should be negative, but in the real world 
rarely is. We may admire the resourcefulness of Matthews in turning to “sec- 
tor” adjustments, but the equilibrium movements implicit with Mitchell and 
explicit with Schumpeter are not really in the macroeconomic model. 

2. The effort to accommodate Schumpeter within the aggregative scheme (pp. 
70 ff.) is unsuccessful. There is inadequate room for Schumpeter’s basic dis- 
tinction between primary and secondary waves, and the adverse criticisms of 
Schumpeter actually apply, not to the original theory, but to the author’s own 
version of it. 

In the editors’ Introduction (p. vii) Keynes’s classic statement concerning 
the nature of economic theory is rendered not quite verbatim. The error would 
be trivial anywhere else, but even minor liberties are inappropriate here. 


Ricwarp V. CLEMENCE 
Wellesley College 
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Bank Deposits and Legal Reserve Requirements. By FRANK E. Norton and 
Net H. Jacosy. Los Angeles: Graduate School of Business Administration, 
University of California, 1959. Pp. xiv-+139 (paper). 


This book makes a much needed evaluation of the method now used to set 
reserve requirements and recommends a more fair and efficient apportioning of 
these reserves among banks. The authors give their complete attention to the 
structure of reserves, a subject largely neglected by economists outside the 
Federal Reserve System; they do not discuss a favorite topic of economists— 
the general level of bank reserves. 

The structure of reserves, the apportioning of reserves among banks, is im- 
portant because an economically sound method for dividing the burden of car- 
rying reserves would (1) make more effective the existing means of monetary 
and credit control and (2) utilize the commercial banking system more effi- 
ciently. The present method of basing required reserves on city size was de- 
signed originally to maintain bank liquidity, particularly in the money centers. 
This method is out of date in the modern economic world, where the function 
of banks reserves has shifted from maintenance of liquidity to control of credit. 

The analysis of Professors Norton and Jacoby leads them to the conclusion 
that a desirable legal reserve system would base reserve ratios on the rate of 
deposit use. At second best, should collection of data on deposit turnover be 
too difficult, a classification by bank size is suggested as a basis for appropriate 
reserve ratios that would approximate the goal and at least improve on the 
present system. 

These moderate recommendations are supported by historical, theoretical, 
and statistical studies, using, in large part, unpublished data obtained from the 
Federal Reserve System and from a sampling of commercial banks. The follow- 
ing phases of the reserve structure are analyzed: (1) the relation of bank size, 
location, and form of organization to the activity, composition, and average 
size of deposit account (chap. 5) and (2) deposit turnover related to the size 
of branch and unit banking office (chap. 6). The final chapter describes briefly 
various previous proposals for improving the present system and shows why 
the recommendations based on the findings of this study would be more effec- 
tive and more practical than either the existing system or the proposals already 
put forward by others. 

Since the Board of Governors has not yet seen fit to take full advantage of 
the 1959 legislation (which receives the authors’ approval) and has not asked 
Congress to remedy some basic present ills of the reserve structure, it is some- 
what disappointing that the valuable conclusions of this study have not been 
presented with a greater tone of urgency. Positive statements are made, but 
many lose their force by being imbedded in detailed discussions. Also the impact 
of the book’s primary recommendation to apportion reserves by deposit com- 
position and turnover is weakened by the suggestion of an alternative and less 
desirable course of action. This divided approach may be practical and neces- 
sary at the political level. But one may question whether an analytical study 
should give this much encouragement to a less sound method for improvement 
simply because it is easier. 

The deposit turnover data needed to carry out the book’s first recommenda- 
tion could certainly be obtained along with the mass of other statistical data 
now being collected, if the monetary authorities could be persuaded to do s0. 
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The cost and trouble of compiling a few additional statistics would be a minor 
price to pay for a fair division among banks of the reserve burden. If the im- 
provements that this book pictures would occur in effectiveness of credit con- 
trol and in utilizing the resources of commercial banking, the deposit turnover 
data should be collected and steps taken to reapportion reserves realistically. 


Joun A. GriswoLp 
Dartmouth College 


Money, Credit, and Public Policy. By LAWRENCE SMITH. Boston: Houghton 
Mifflin, 1959. Pp. ix+757. $6.75. 


The connection of “money and banking” with economics as a substantive 
body of knowledge is tenuous indeed. Dozens of textbooks have established a 
standard pattern of discussion. This pattern is dominated by institutional and 
historical descriptions laced with numerical examples or ad hoc assertions about 
pieces and fragments of the monetary mechanisms. According to prevalent pro- 
cedures, economic theory apparently does not apply to the phenomena sub- 
sumed under “money and banking.” The present book forms no exception. It 
contains the standard material; its organization and discussion do not com- 
pare unfavorably with most other textbooks in the field. A major difference is 
the fuzzy conception of “money,” which apparently covers an unclear collection 
of financial claims and would create serious difficulties if the institutional his- 
torical description were supplemented by a discussion of systematic patterns. 

Monetary analysis is concerned with a study of the relation between policy 
variables and broad target variables, e.g., price levels and the rate of economic 
activity. This relation is mediated by magnitudes such as the money stock, in- 
terest rates, loan supply, and others. A scientist paging textbooks on money 
and banking would barely obtain any significant information about the nature 
and quantitative properties of this relation—as a matter of fact, he might well 
conclude that we possess no systematic knowledge worth recording. 

Money supply theory provides a good example. The book presents a lengthy 
list of so-called determinants of the money stock. Only scattered indications are 
given about the nature of the association between these determinants and the 
money stock. No explanation of the observable behavior of the money stock 
could be given in terms of such classificatory arrangements. Furthermore, 
available evidence strongly suggests that most of the “determinants” mentioned 
have a negligible effect. The discussion of the major variables, which operate 
on the monetary base or on reserve requirements, conveys no information 
about the most probable orders of magnitude of the reaction in the money 
stock to be expected from given open-market operations or changes in reserve 
requirements. 

The standard qualification with respect to the effectiveness of these policy 
actions is explicitly asserted: In periods of severe depression open-market op- 
erations and reductions of reserve requirements are believed to have no effect 
on the money stock. This assertion implies that the derivative with respect to 
the monetary base of a suitably formulated money supply functions vanishes. 
Observations of the depressed thirties, whether for the downswing phase 1929- 
33 or the upswing 1933-37, are palpably inconsistent with these prevalent no- 
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tions. The behavior of money stock, monetary base, reserve requirements, and 
income in the period 1936/37 are also quite inconsistent with such ideas. The 
increase in reserve requirements in 1936/37 was immediately followed by a de. 
cline in the money stock when base and income were still rising. The “ample 
volume” of excess reserves cannot be used as evidence in this issue. Like most 
other money and banking texts, the idea of a negatively sloped demand schedule 
apparently never occurs in connection with excess reserves. Actually, it can be 
shown that a hypothesis which implies continuous effectiveness of policy ac. 
tions on the money stock also implies an accumulation of excess reserves when- 
ever the rate of change in the monetary base becomes sufficiently large relative 
to the growth rate of income. 

The book repeatedly emphasizes that the money stock is both a cause and an 
effect of inflation. The existence of a feedback from prices and income must 
probably be admitted as a feature of the money supply mechanism. Still, an 
equal emphasis on the cause and feedback relation is highly inappropriate in 
the light of available evidence concerning their relative order of magnitude. 
The notion, beloved by most central banks, that inflation tends to feed on it- 
self, also makes its appearance in the present book (p. 248). Actually, whatever 
systematic knowledge we possess indicates that inflationary processes are not 
self-generating, that, on the contrary, even hyperinflationary movements are 
crucially dependent on the current and past behavior of the money stock. 

The book’s inflation analysis contains other standard fallacies which have no 
support in analysis or observation, as, e.g., that the German hyperinflation gen- 
erated large profits or that the inflation of the Civil War, 1860-65, induced a 
fall in real wages and a rise in profits. Also, the standard assertion that debtors’ 
gain during inflation is not consistent with the experience of banks, who are 
chronic losers in inflationary periods and certainly are “debtors.” Most debtors 
are simultaneously creditors, and the net position determines the wealth 
transfer. 

The discussion of the quantity equation proceeds with more care than in a 
considerable number of other textbooks. But the standard pattern still holds: 
an analytic statement is used to show that anything can happen. The section 
on the “quantity theory” apparently misses the point that even the crudest 
quantity theory is more significant than any quantity equation. An interesting 
feature of the textbook literature is again repeated in this book: it refers toa 
false interpretation of Fisher’s evaluation of the variables in the equation. 
Fisher’s work is often presented as a “verification of the transactions equation.” 
This is simply not the case. The equation follows logically from a set of defini- 
tions and thus forms an analytic statement. Such a statement needs no ob- 
servation to determine its truth-value. It is true by the rules of our language. 
What Fisher performed is therefore no verification of the equation, but a test, 
based on the equation, of the adequacy of the choice of semantic rules asso- 
ciated with the variables in the equation. 

The present textbook fits very adequately into the existing array it repre- 
sents. Some doubt may, of course, exist as to what our profession could gain 
from repetitions of descriptive material and unsubstantiated ad hoc assertions. 


Kari BrRuNnNER 


University of California at Los Angeles 
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The New Inflation. By WitLarp L. THorp and RicHarp E. Quanpt. New 
York: McGraw-Hill, 1959. Pp. xi+233. $5.00. 


The authors offer several illustrative explanations of the new inflation. For 
example, raw-material prices may rise as a consequence of decreasing supply, 
even though demand is decreasing. In a monopolistic industry the competition 
of potential rivals may not be present to drive down profits and prices. The 
justified increase of wages in industries where productivity is advancing may 
lead to wage increases which can be financed elsewhere only by price increases. 
A businessman who would not act unilaterally to raise his price may do so if 
he knows that his competitors are confronted by the same increasing costs 
(eg., wages). In general, if there is excess demand in one sector of the econ- 
omy, prices there will rise and will start forces which will tend to cause an 
inflationary spiral on an ever widening radius. 

Regardless of the immediate origin of inflation, however, prices can continue 
to rise only if there is an increase in aggregate demand. While the authors 
think that inflation can be prevented by the requisite monetary and/or fiscal 
policy, they strongly imply that selective controls will be needed if inflation is 
to be minimized without retreating from the goals of full employment and a 
high rate of economic growth. 

The New Inflation has added little to the body of knowledge, and it does not 
appear to have succeeded in bridging the gap between the academician and the 
businessman. 

The book may also be criticized as being uneven, in the sense that some 
subjects (e.g., index numbers) are treated in too much detail and others (e.g., 
the proposition that the power of labor unions should be reduced) with undue 
brevity. Furthermore, some issues seem to have been injected into the analysis 
more for the sake of completeness than because they further the argument. 

Finally, some readers may feel a bit uneasy about the stand that our eco- 
nomic institutions are so much changed from what they were in the twenties 
that a continued, creeping inflation is inevitable in the absence of massive un- 
employment. Perhaps the current preoccupation with the inevitability of in- 
flation may prove to be as misguided as the preoccupation of many economists 
in the late thirties with the inevitability of large-scale unemployment and eco- 
nomic stagnation. 

Nevertheless, as a synthesis of current opinion regarding creeping inflation— 
new or old—this book is useful. 

Rosert W. OLIVER 
California Institute of Technology 


Public Finance 


State Income Differentials, 1919-1954. By FRANK A. HANNA. Durham, N.C.: 
Duke University Press, 1959. Pp. xix-+ 268. $7.50. 


This volume is a final report of a study over a five-year period which was 
supported jointly by Duke University and the Rockefeller Foundation. Of the 
possible approaches to a study of income differentials, the author chose to ana- 
lyze the observed state and regional differences in terms of sets of “fundamen- 
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tal” or “universal” elements or forces, such as skills or industries, for which 
there is likely to be a continuing supply of data. 

Occupation and industrial attachment rank high among the more familiar 
explanatory variables that contribute to an understanding of the observed dif- 
ferences in state per capita incomes. The principal bodies of state data by oc- 
cupation and by industry are therefore subjected to extensive investigations. 
To the extent that the data permit, these analyses are supplemented by ex- 
amination of such related variables as age, participation in the labor force, 
urbanization, and sex. In addition to such “explanatory” variables as occupation 
and industrial attachment, a great deal of attention is given to changes in the 
state income differentials and how these differentials are related to the level 
of income and to its numerous structural aspects. In order to uncover their rela- 
tionship to changes in state differentials, cyclical and secular factors are sub- 
jected to intensive examination. 

The study is especially concerned with a search for the general patterns of 
change in the differences among the state per capita personal incomes. Atten- 
tion to the level or change in individual state per capita personal income is not 
neglected, but greater emphasis is given to the contributions of individual states 
to the patterns of changes in state differentials. No attempt is made to group 
states into regions, although attention is frequently called to several states that 
have a common characteristic. 

Most of the analyses are based primarily upon the National Income Division 
estimates of state personal income and the major components of personal in- 
come, in per capita terms, for 1929-54. Since these estimates are available 
only for the years since 1929, they are supplemented by the Leven estimates of 
“current income” for 1919-21. 

Measured in terms of pages, the volume is not a lengthy one, but it contains 
68 tables and 10 charts. Following the first introductory and summarizing 
chapter, the headings of the remaining chapters, in order, are “Patterns of Dif- 
ferential Change,” “Cyclical Behavior of Differentials,” “Income Components,” 
“Occupational Earnings,” “Industrial Earnings,” and “Demographic Factors.” 
Appendix A contains statistical tabulations and comments on regression and 
differential change, 1919-49. Appendix B contains some notes on standardiza- 
tion procedures and is the only section of the book that makes use of mathe- 
matical symbols and equations. Appendix C contains state per capita income 
tables on farm income, labor income, property income, transfer payments, 
proprietors’ income, farm proprietors’ income, non-farm proprietors’ income 
for 1929-54, and average annual earnings of wage and salary workers reporting 
income, by industry and sex, for 1949. 

Because of the comprehensive treatment of the subject matter, space does 
not permit even a summarization of principal findings. The first chapter con- 
tains an excellent summary of major findings. The volume constitutes a sig- 
nificant contribution to the knowledge of state income differentials. The knowl- 
edge of the patterns of changes in state per capita incomes during recent dec- 
ades that is brought to light by the study provides background materials that 
are essential for more specific and detailed studies of particular areas, such as 
those that might be conducted by the appropriate agency of a state or the 
chamber of commerce of a metropolitan area. 


H. KENNETH ALLEN 


University of Illinois 
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Finanztheorie und Finanzsoziologie. By Fritz KARL MANN. Gottingen: Vanden- 
hoeck & Ruprecht, 1959. Pp. 170. DM.11.80 (paper). 


This is a collection of eight essays, seven of which have previously been 
published in English between 1943 and 1949. A lengthy first essay, “Der Metho- 
denstreit in der Finanzwissenschaft,” serves as introduction and outline. The 
author, a well-known authority in the field of fiscal theory, who has published 
a number of volumes and numerous articles during the past 35-40 years chiefly 
in Germany and this country and thus has the advantage of a memory which 
reaches beyond the Keynes—-New Deal era, is somewhat skeptical in accepting 
“pure theory” without reference to a particular historical situation as a fruitful 
guide for action. However, instead of a Methodenstreit between Finanzwissen- 
schaft (“fiscal theory”) and Finanzsoziologie (“the sociopolitical framework”), 
he attempts to show that the two fields must be combined to provide an ade- 
quate picture of reality. 

The seven essays previously published discuss various aspects of Finanzsozio- 
logie but do not provide a clear-cut synthesis of the theoretical and the in- 
stitutional approach. They may be summarized as follows: 

1. The transition from (a) the “casuistic and pragmatic” fiscal policies of the 
seventeenth and eighteenth centuries, designed merely to provide the revenues 
needed by the government, to (b) the fiscal theories of the eighteenth and 
nineteenth centuries based on “social and philosophic maxims,” such as the 
essentially normative notions of equal sacrifice and smallest total sacrifice, leads 
eventually to (c) the twentieth-century approach, which links fiscal policy and 
national aggregates into macroeconomic planning. 

2. The three functions of taxation are (a) the allocation of purchasing power 
between the public and private sector, which must necessarily be based on a 
definite philosophy of government; (b) the collection of adequate revenues to 
meet the needs of the government; and (c) the encouragement or hindrance of 
what society regards as desirable or undesirable activities. 

3. The “dual-debt system”—direct and contingent obligations—is the result 
of the formation of government corporations whose securities are fully guar- 
anteed by the government, ‘“‘a possible escape in times of financial stress.” 

4. While the “dual-debt system” of circumventing the legally fixed debt 
limit and other congressional restraints was a “12-year interlude which began 
under the New Deal and ended during the war,” the fourth essay, dealing with 
the “socialization of risks,” does not (and since the essay was published in 1945 
cannot) show that the disease is still with us. Instead of guaranteeing the obli- 
gations of government corporations, Washington now “insures”—naturally out- 
side the legal debt limit—a variety of private obligations, including $53 billion 
of non-farm mortgages. 

Since indirect government spending, through either government corporations 
or the insurance of private credits, does not call for additional taxes or increase 
the public debt, “a psychological brake against public waste is removed” (p. 91). 
“Even if the spark of private initiative remains alive (despite the socialization 
of risks) . . . the public will become accustomed to the fact that the govern- 
ment acts as general guarantor of private risks” (p. 110). “The effects of this 
policy will . . . be felt everywhere in our social and political structure” (p. 111). 

5. In the “Sociology of Taxation” the author stresses the fact that “at all 
times the ruling class has used the taxing power to increase its own wellbeing 
...,” and our own time is no exception, as the author implies but fails to spell 
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out. An ever larger portion of the billions extracted from the people is used for 
the benefit of the “privileged classes”: agriculture, labor, real estate and other 
business groups, and, above all, the ever more powerful bureaucracy. 

6. The essay “The Government Corporation as an Instrument of Foreign 
Policy” (1943) describes the use of the RFC and the Export-Import Bank by 
the Roosevelt Administration to promote a foreign policy not authorized by 
Congress. 

7. The last essay attempts to show that, while fiscal mismanagement has 
contributed to the violent overthrow of governments, it has seldom been the 
only, and often not even the most important, factor—a view which, as the 
author points out, conflicts with the traditional textbook theory. 

In our fast-moving world some of the essays, now 10 to 15 years old, appear 
somewhat dated. A closing essay pointing out the far-reaching institutional and 
psychological changes which have taken place since the end of the war would 
have greatly enhanced the interest and usefulness of the book. 


G. C. Wiecanp 
Southern Illinois University 


The National Debt Ceiling: An Experiment in Fiscal Policy. By MARSHALL A. 
Rogsrnson. Washington, D.C.: Brookings Institution, 1959. Pp. vii+104. 
$1.50 (paper). 


For years public administrators and lawmakers have been seeking new ad- 
ministrative gadgetry as a possible solution to the problem of government 
waste, inefficiency, and excessive spending. Measures tried include antideficiency 
acts, legislative budgets, personnel ceilings, work measurement and simplifica- 
tion, constitutional and legislative debt, interest rate, tax ceilings, and many 
others. These people tend to forget that the economies of significance lie not in 
the administration but in the substantive programs themselves. There is no way 
to have numerous and costly defense, development, and welfare programs with- 
out spending a lot of money from either taxes or borrowed funds. The search 
is always for a fool-proof device to offset our own excesses; but it cannot be 
found, for there is none. 

This book examines one of these devices, namely, the national debt ceiling. 
The debt ceiling in this country dates back to the Second Liberty Bond Act of 
1917 and, in its present form, to 1941, when the national debt stood at $65 
billion. The author analyzes the operation of the debt ceiling and its pros and 
cons and the current debate on the interest-rate ceilings. 

One of the most interesting chapters is on the economics of the national debt, 
in which questions are asked as to whether an increase in the debt need be in- 
flationary, whether the national debt hampers economic growth, and whether 
the size of the debt threatens national solvency. The answers given are that an 
increase or decrease in debt can be either inflationary or deflationary, depend- 
ing on the objectives sought and the debt-management techniques utilized. The 
national debt does not hamper economic growth of this country, but rather 
growth historically has depended in part on increases in both public and private 
debt. During the past half-century, for every $1.00 increase in GNP, on an 
average, total debt has increased approximately $1.85. The size of the debt can- 
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not threaten the nation’s solvency so long as a reasonable rate of growth can be 
achieved. If this be accomplished, there is no practical limit to the national debt. 

The author concludes that the debt ceiling has not cut spending and waste, 
held down the size of the debt, or achieved fiscal discipline. Rather it has 
hampered the administration of the Employment Act of 1946 and the National 
Security Act of 1947, it has complicated debt management for the Treasury, 
and it actually has increased the cost of government by forcing uneconomic 
practices to get around the ceiling. He feels that the ceiling was an important 
factor in the sharp cutback in military spending in the second half of 1957 and 
in the recession of 1957-58. He believes that it inhibits our automatic, flexible 
defenses against recession and that it is often an arbitrary determinant of gov- 
ernment policy in time of crisis. 

About the only good thing that he can find for the ceiling is that the debates 
over its periodic increases may have some desirable effects. As a whole, how- 
ever, the ceiling probably does considerably more harm than good. Yet the 
author does not recommend its abolition but rather that a workable gap be 
maintained automatically between the ceiling and the debt. Then of what pos- 
sible use is the ceiling? The solution, it would appear, would be for Congress to 
face up to its basic responsibilities, not duck behind a ceiling. 

This little book makes a useful contribution to the literature. In it, a number 
of important issues are pulled together for the first time. 


Ervin K. ZINGLER 
University of Houston 


Depreciation and Taxes. By Tax InstituTE Symposium. Princeton: Tax In- 
stitute, 1959. Pp. viii+248. $6.00. 


This book provides the reader with a variety of viewpoints on the important 
matter of depreciation and its relationship to tax policy. The contributors rep- 
resent industry (controllers and a tax manager), a public utility (a financial 
manager), attorneys, public accountants, research directors, economics profes- 
sors, a chief in the Internal Revenue Service, and a former commissioner of 
the Internal Revenue Service. 

Management decision with respect to depreciation policy and its tax consid- 
erations becomes a critical matter in times of a rising price level when replace- 
ment costs are considerably above original costs. Our national interest in high 
economic growth is affected by the ability and willingness of firms to innovate 
with new facilities and new equipment when rapid technological change brings 
obsolescence. The changes in the Revenue Act of 1954 have not solved many 
business problems connected with depreciation policy. Further discussion with a 
view to formulating reform measures is important to our economy and certainly 
to the individual firm. 

Depreciation and Taxes includes 13 papers arranged in four sections: “Fun- 
damentals of Depreciation Policy,” “Depreciation and Changing Price Levels,” 
“Tax Policy and Management Decisions,” and “Considerations in Depreciation 
Reform.” The work is a well-rounded presentation of the issues involved. The 
section discussions are presented by men who are qualified to discuss the mate- 
rial covered. 
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The Preface professes that the symposium concerns itself partly at least with 
the effect of depreciation and taxes in terms of public policy. The book, how- | 
ever, provides little help in assessing the effect of depreciation on the incidence 
of taxes and the shifting of taxes. In general, it is concerned with the problem | 
from the point of view of the manager and the tax administrator rather than ) 
from the point of view of the over-all public policy involved. 

Tax reforms suggested will doubtless need more discussion and crystallization 
before specific proposals can be submitted to our lawmaking officials. 

Because the book brings together much of the current thinking on the subject 
of depreciation and taxes, it should be of interest to executives, financiers, gov- 
ernment leaders, controllers and tax managers, attorneys, public and private ac- 
countants, and businessmen who are interested in understanding the issues and 
in formulating some conclusions with respect to these problems. 


Rosert R. Docxson 
University of Southern California 
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BeicHEY, CLyDE, and BorcHarpt, Gorpon C. Modern Business Mathematics: 
A Text-Workbook for Colleges. 3d ed. New York: Gregg Publishing Division, 
McGraw-Hill, 1960. Pp. 216. $3.25 (paper). 


The authors begin with a review of the basic fundamentals of mathematics 
and then devote nine sections to the various kinds of calculating that beginning 
workers are expected to understand and perform on the job. 


BoaRD OF GOVERNORS OF THE FEDERAL RESERVE SysTEM. Industrial Production 
1959 Revision. Washington: Board of Governors of the Federal Reserve Sys- 
tem, 1960. Pp. vit+75+154. $1.00 (paper). 


A detailed description of the new features of the revised index of industrial 
production and of the methods used in its compilation is presented in this re- 
port. The results of the 1959 revision emphasize the value of analyzing com- 
modity flows in illuminating fundamental interrelationships of a developing 
economy. 


CaRAVALE, GIOVANNI. J] Credito al consumo. Turin: Unione Tipografico—Edi- 
trice Torinese, 1960. Pp. viii+280. L. 1800. 


This worthwhile study emphasizes the various aspects of the basic theory in- 
volved and gives considerable attention to the theoretical contributions that 
have been made in recent years. The eight chapters of the first part of the work 
are concerned with the economic effects of consumer credit, while the seven 
chapters of the second part concentrate on consumer credit and economic 
development. 


Crark, Frep G., and Rrmanoczy, RicHarp S. How We Live: A Simple Dissec- 
tion of the Economic Body. 2d ed. Princeton, N.J.: Van Nostrand, 1960. Pp. 
89. $2.85. 


This illustrated brief volume had already become the most widely read eco- 
nomic primer of all time when sales of the first edition exceeded one million 
copies. Its uniqueness is to be found in its reduction of economic jargon and 
technical terminology to language understood by the average man. 


CoHEN, Katman J. Computer Models of the Shoe, Leather, Hide Sequence. 
Englewood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xii+156. $4.50 (trade); 
$1.00 (text). 


Two mathematical models describing the aggregate behavior of shoe retailers, 
shoe manufacturers, and leather tanners are discussed in this dissertation. 


ConaNT, MICHAEL. Antitrust in the Motion Picture Industry: Economic and 
Legal Analysis. Berkeley: University of California Press, 1960. Pp. xvii+240. 
$5.50. 
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A superior economic analysis of the motion-picture marketing problem is 
made in this study by emphasizing the pattern of price discrimination. The 
author concludes by stressing the necessity of continuous vigilance by the De- 
partment of Justice to insure free entry of rivals into the market. 


CONFERENCE OF THE UNIVERSITIES-NATIONAL BUREAU COMMITTEE FOR Eco- 
NoMiIc REsEARCH. The Quality and Economic Significance of Anticipations 
Data. Princeton: Princeton University Press, 1960. Pp. xi+466. $9.00. 


The papers and discussions presented here weigh the predictive value of an- 
ticipations data in the fields of business, government policy-making, and con- 
sumer behavior. 


DEBEERS, JoHN S. A Study of Puerto Rico’s Banking System. San Juan, Puerto 
Rico: Finance Council of Puerto Rico, 1960. Pp. 160 (paper). 


This report is based mainly on interviews with over 40 bank officers, inter- 
views with more than 200 officers of business firms, and a statistical analysis of 
some 3,000 business loans made by banks in Puerto Rico. 


DERNBURG, THOMAS F., and McDovuGaLL, DuNcAN M. Macro-economics. New 
York: McGraw-Hill, 1960, Pp. ix+267. $6.50. 


Income measurement and the determination of the level of income are com- 
bined with the problems of growth and fluctuations within a unified framework 
of analysis in this new text for the income-theory half of courses in intermediate 
economic theory. 


Eetts, RicHarp. The Meaning of Modern Business: An Introduction to the 
Philosophy of Large Corporate Enterprise. New York: Columbia University 
Press, 1960. Pp. xi+427. $7.50. 


Six major issues confronting the modern corporation are dealt with here: the 
dilemma of social responsibility, the goals of the organization, the operational 
codes of the policy-makers, the “fit” of the corporate institution in the “great 
society,” the steps leading to policy formulations, and the instruments and 
plans of action used to realize goals. 


ErtMan, WILForp J. Price Determination in Oligopolistic and Monopolistic Sit- 
uations. Ann Arbor: University of Michigan School of Business Administra- 
tion, 1960. Pp. v+45. $1.50 (paper). 


The equal-profit-curve technique is explained in this study as being more 
useful than the mc = mr formula to business managers. 


FIsHER, GLENN W. Financing Illinois Government. Urbana: University of Illi- 
nois Press, 1960. Pp. xvi+202. $3.00 (paper). 


Among the findings in this study, it is interesting to note that state expendi- 
ture per person in Illinois, which is one of the higher-income states, is lower 
than in most other states; that Illinois depends very heavily on consumption 
taxes; and that the tax system is more regressive than are state and local tax 
systems in most states. 


‘ FREUND, WILLIAM C., and LEE, Murray G. Investment Fundamentals, New 
York: American Bankers Association, 1960. Pp. 150. $2.00 (paper). 
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This booklet for use in bankers’ schools and in banks’ internal training pro- 
grams fills a need for which college texts are generally unsuited. 


GARRATY, JOHN A. Right-Hand Man: The Life of George W. Perkins. New 
York: Harper, 1960. Pp. xii+433. $7.50. 


This biography of one who was right-hand man to J. P. Morgan and a close 
adviser to Theodore Roosevelt’ provides much interesting information on high 
finance and politics in the early 1900's. 


Geary, H. V. R. The Background of Business. 2d ed. New York: Oxford Uni- 
versity Press, 1960. Pp. 224. $2.00. 


The chapters on the public corporation and international trade have been 
largely rewritten, and new material has been added in the new edition of this 
compact text on business management. 


GEMMILL, Paut F. Fundamentals of Economics. 6th ed. New York: Harper, 
1960. Pp. viii+724. $6.75. 


The simplicity of presentation, which has been characteristic of this text for 
the one-term introductory course, is preserved in this up-to-date edition. 


HuLtcrEN, THor, assisted by GREEN, D. D. Changes in Labor Cost during 
Cycles in Production and Business. New York: National Bureau of Economic 
Research, 1960. Pp. xvii+85. $1.50 (paper). 


The cyclical behavior of labor costs per unit of output, heretofore dealt with 
largely on a speculative basis, is subjected to statistical analysis in this new 
study. 


Jounson, E. A. J., and Krooss, HERMAN E. The American Economy. Engle- 
wood Cliffs, N.J.: Prentice-Hall, 1960. Pp. xiv+466. $4.95. 


In contrast to the popular oversimplified neo-Marxist deterministic method- 
ology, the authors endeavor to shows the complex influence of a multilinear 
process in this historical introduction, which is designed for use in the beginning 
course in economics. 


KittoucH, Hucu B., and KittovucH, Lucy W. International Economics. 
Princeton, N.J.: Van Nostrand, 1960. Pp. x+435. $6.50. 


The basic principles are set forth with an analysis of the institutional ar- 
rangements within which they operate, policy issues are examined, and sugges- 
tions are made for dealing with international problems in this new undergraduate 
textbook. 


Krrzner, IsraEL M. The Economic Point of View: An Essay in the History of 
Economic Thought. Princeton, N.J.: Van Nostrand, 1960. Pp. xv+228. $5.50. 


The author’s concern here is with a particular area in the history of economic 
thought, namely, the successive conceptions that economists have held of the 
subject matter of the science. 


Lonc, CLareNce D. Wages and Earnings in the United States, 1860-1890. 
Princeton: Princeton University Press, 1960. Pp. xvii+169. $4.00. 
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The special value of the period studied in this work is that it permits a view 
of how wages and earnings behave under conditions in which industry is expand- 
ing, prices are free to move downward as well as upward, and strong union mo- 
nopolies are absent from the scene. 


McConnELL, CAMPBELL R. Elementary Economics: Principles, Problems, and 
Policies. New York: McGraw-Hill, 1960. Pp. viii+759. $6.95. 


The author of this new text for the full-year introductory course in econom- 
ics is particularly concerned to elucidate patiently the theoretical principles in 
dealing with those topics that are unduly difficult for the average student. 


Martin, Davip D. Mergers and the Clayton Act. Berkeley: University of Cali- 
fornia Press, 1959. Pp. xii+351. $6.00. 


This study places current merger policies in historical perspective by sys- 
tematically evaluating the administration of Section 7 of the Clayton Act from 
its enactment through 1958. 


Peacu, W. Netson. Principles of Economics. Rev. ed. Homewood, IIl.: Irwin, 
1960. Pp. xvi+736. $7.00. 


This revised edition includes a new chapter on “Mainland China,” expansion 
of the treatments accorded to economic growth and development and to oligop- 
oly and monopolistic competition, and a general updating of the material 
throughout. 


Poston, Cuartes F. Restricted Stock Options for Management. Chapel Hill: 
University of North Carolina, School of Business Administration, 1960. Pp. 
xv+83. $1.50 (paper). 


The author presents data on restricted stock option plans in 160 corporations 
and evaluates the various effects of such plans. 


ProscHAN, FRANK. Polya Type Distributions in Renewal Theory with an Ap- 
plication to an Inventory Problem. Englewood Cliffs, N.J.: Prentice-Hall, 
1960. Pp. x+36. $4.50 (trade); $1.00 (text). 


The failure of a necessary component in a computer or other complex system 
is essentially random. This dissertation attacks the problem by developing a 
mathematical method for the determination of spare-part kits. 


SecHers, Paut D.; REINHART, WILLIAM J.; and Nrmarorr, SELwyn. Essen- 
tially Equivalent to a Dividend. New York: Ronald, 1960. Pp. xvi+332. 
$10.00. 


This is a thorough treatment of a difficult tax problem: When may a cor- 
porate distribution to or for the benefit of a stockholder be considered basically 
the same as a dividend and taxable as such? 


Srecet, Barry N. Aggregate Economics and Public Policy. Homewood, IIl.: Ir- 
win, 1960. Pp. xiii+337. $6.50. 
After three chapters on the measurement and elementary analysis of income 
flows, an expenditure model is elaborated, theories of aggregate demand and ag- 


gregate supply are presented, and problems of economic policy are then dis- 
cussed. 
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SIcBAND, NurMAN B. Effective Report Writing: For Business, Industry, and 
Government. New York: Harper, 1960. Pp. xiii+688. $6.75. 


Attention is given to business letter writing, technical writing, and oral pres- 
entation, as well as to reports, in this new textbook for college students. 


Smitu, C. Auprey, and AsHBURNE, Jim G. Financial and Administrative Ac- 
counting. 2d ed. New York: McGraw-Hill, 1960. Pp. x+640. $8.50. 


The chapters dealing with financial accounting have been increased from 8 to 
15 in this second edition, other sections have been revised, and many new prob- 
lems and cases have been added. 


STEPHENSON, GILBERT T. Estates and Trusts. 3d ed. New York: Appleton-Cen- 
tury-Crofts, Inc., 1960. Pp. xii+441. $6.00. 


This text is directed to the student who plans to engage in the work of set- 
tling estates and administering trusts, as well as persons who expect to have es- 
tates of their own to settle or administer. 


U.S. TREASURY DEPARTMENT, INTERNAL REVENUE SERVICE. Statistics of In- 
come, 1957-1958: Corporation Income Tax Returns. Washington: Govern- 
ment Printing Office, 1960. Pp. v-+212. $1.50 (paper). 


For the first time in this series of annual reports, in addition to the usual in- 
dustry and asset size grouping, corporation returns are classified by the size of 
a profit ratio (net income on business receipts) and by the size of a turnover 
ratio (business receipts to total assets). Also new is the information on depre- 
ciation methods: about 70 per cent of total depreciation was computed by the 
straight-line method; the declining balance was used for 16 per cent, the sum of 
the years-digits for 11 per cent, and other methods for 3 per cent. 


VANCE, LAWRENCE L. Accounting Principles and Control. New York: Holt, 
Rinehart & Winston, 1960. Pp. xxi+681. $7.50. 


Integrating the study of elementary accounting with materials demonstrating 
its uses to management, this new text is designed for first-year accounting ma- 
jors, as well as for students who take only one course in this field. 


VottmMerR, Howarp M. Employee Rights and the Employment Relationship. 
Berkeley: University of California Press, 1960. Pp. 175. $3.00 (paper). 


Based largely on data collected by interviews in the San Francisco Bay area, 
this monograph is concerned particularly with employees’ attitudes toward their 
job rights. 


von Mises, Lupwic. Translated by Grorce REISMAN. Epistemological Problems 
of Economics. Princeton, N.J.: Van Nostrand, 1960. Pp. xxiii+239. $5.50. 


In this collection of essays, first published in 1933 under the title of Grund- 
probleme der Nationalékonomie, the objective is to demonstrate the logical le- 
gitimacy of economic science, which cannot base itself on laboratory experi- 
ments. 
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WIESENBERGER, ARTHUR, AND Co. /nvestment Companies, 1960. 20th ed. New 
York: Arthur Wiesenberger & Co., 1960. Pp. 416. $25.00. 


This latest edition of the “bible” of the investment company world contains 
416 pages, as compared with the 69 pages of the first annual edition published 
soon after the passage of the Investment Company Act of 1940. The $1 billion 
investment industry of 20 years ago has become a $17.5 billion business. After a 
section of 114 pages devoted to a general introduction to the subject of invest- 
ment companies, specific data are presented on each of more than 275 companies, 
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AMERICAN FINANCE ASSOCIATION 
MEMBERSHIP AND DUES 


Active Membership is limited to individuals. Dues are $5.00 annually and 
include the subscription to the Journal of Finance. 


Subscribing Membership is open to institutions as well as individuals. Dues 
are $10.00 or more for individuals and $25.00 or more for institutions and 
include the subscription to the Journal of Finance. 


To George E. Hassett, Jr., Secretary-Treasurer 
AMERICAN FINANCE ASSOCIATION 
Graduate School of Business Administration 
New York University 
90 Trinity Place, New York City 


active 
I desire to become an ee ai member of the American Finance Association, 
and enclose herewith my check for $.......................- in payment of dues for the year 1950, 


of which amount $3.00 is for a year’s subscription to the Journal of Finance. 


Name 


Mailing Address 


Published for the 


National Bureau of Economic Research 


Capital in Manufacturing and Mining: 


Its Formation and Financing 


By DANIEL CREAMER, SERGEI P. DOBROVOLSKY, and 
ISRAEL BORENSTEIN. In this new volume in the NBER 
series on capital formation and financing, the authors show, 
with supporting figures, two major trends in mining and manu- 
facturing. The first is that this sector had a rate of growth 
significantly higher than that of the economy as a whole. The 
second trend is a marked diversity among industries in the rate 
of growth over the period and in the time pattern of that rate. 
Published for the National Bureau of Economic Research. 

336 pages. $7.50 


Order from your bookstore 
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Announcing . . . 


TIAA’S NEW HOME PROTECTION PLAN 


To meet any need for a great deal 
of immediate Life Insurance 


at very low cost 


A $20,000 “Policy Costs Only $45.60 at Age 30! 


Do you need a great deal of insurance now but less as the years go by—asa 
mortgage is paid off, children grow up, savings or investments increase, your 


annuity death benefit becomes substantial? This new TIAA plan may be 
just what you’ve been looking for. 


This is a level premium Term insurance plan providing its largest amount 
of protection initially and reducing by schedule each year to recognize 
decreasing insurance needs. The net cost is low because it is temporary 


insurance designed to meet temporary needs. Insurance periods of 15, 20, 
25, or 30 years are available. 


You are eligible to apply for this plan if you are 55 years of age or younger 
and employed, full- or part-time, by a college, university, nonprofit educational 
or research institution or private school. To receive a personal illustration, just 
complete the coupon and send it to TIAA. No agent will call since TIAA 
employs none; your information will be mailed to you. 
As an illustration of the plan’s low cost, a 20-year policy providing a $20,000 
: initial amount of insurance issued to a man age 30 calls for a level annual 
premium of $77.20. The cash dividend of $31.60 at the end of the first year 
reduces the first year net cost to $45.60, according to the current dividend 


scale. Dividend amounts, of course, are declared once a year and therefore 
cannot be guaranteed for the future. 


Please send me an illustration of 
policy of $ initial amount. 

| New York 17, N.Y. Date of 
Name Birth 


Address 


Employing Institution 
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COAST FEDERAL SAVINGS 


Financial Statement 
October 31, 1960 


ASSETS 
Cash and Government Securities... === $ 97,592,700.33 
G.|. Government Guaranteed and FHA Loans._____ 101,218,179.15 
Coast Federal Home Loans, and Advances. 233,57 1,920.70 
Ownership in Federal Home Loan Bank...» 5,673,000.00 
LIABILITIES AND RESERVES 
Advances from Federal Home Loan Bank. 34,128,324.15 
Loans in Process and Other Liabilities _.._-_-__-___ 21,756,003.76 
Loan Fees and Discounts Reserved for Allocation 
to Fulure Earnings 6,100,014.62 
409,639,765.10 
Reserves and Surplus... 31,516,841.58 
TOTAL LIABILITIES AND RESERVES. $4.41,156,606.68 


42% per annum current rate 
Accounts Opened by the 10th Earn from the 1st 


MAIN OFFICE: 9th & Hill, Los Angeles 14, California 


Other California offices: San Pedro, 10th & Pacific; Long Beach, 3rd and Locust Sts.; 
L.A. Civic Center, 232 West Second St.; Santa Monica, 1230 4th St.; West Covina, 
Eastland Shopping Center; Panorama City, 8616 Van Nuys Blvd. 
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Definitive RONALD books... 


CORPORATE FINANCE 
ELVIN F. DONALDSON, The Ohio State University 


A complete picture of the principles underlying the modern busi- 
ness corporation’s financial policy and practice. Stressing manage- 
ment’s viewpoint, this widely used textbook gives the best legal and 
accounting advice on corporate financial policy. Fully discusses taxa- 
tion and its impact on the corporation and owners; covers forms of 
business organization, promotion, financing by securities, expansion 
and combination, receivership, etc. “Extremely readable. The com- 
plexities of modern finance have been reduced to clearly understand- 
able language, and where technical terms are used, they have been 
accurately and adequately explained.”—JouRNAL OF FINANCE. In- 
structor’s Manual available. 1960. 876 pp.; 48 ills., tables. $7.50 


FEDERAL INCOME TAXATION 


Tax Principles and Tax Planning 
ROBERT S. HOLZMAN, New York University 


This skillfully organized textbook provides a sound indoctrination 
in tax law and how to use it in planning a transaction, accumulating 
data, weighing alternative courses of action, and justifying what ap- 
pears on a return. Such items as capital gains, net operating loss, busi- 
ness expenses, and others are treated as a whole, with subsections 
showing the difference between individual and corporate treatment. 
Every portion of the text is related to the appropriate section of the 
Internal Revenue Code; each chapter contains a supplementary read- 
ing list and citations of tax cases. “Outstanding. . . .-—Edwin Bomeli, 
Bowling Green State University. Instructor's Manual available. 1960. 
746 pp.; 24 ills., tables. $8.00 


BUSINESS LOANS OF 


AMERICAN COMMERCIAL BANKS 
Edited by BENJAMIN HAGGOTT BECKHART, Columbia University 


An expert analysis of the lending activities of commercial banks and 
the services they render in meeting the credit needs of business. Fifteen 
well-known banking specialists explain the organization of bank lend- 
ing activities, the evaluation of credit worthiness, and the problems 
of risk protection. Using practical examples from the full range of 
business and industrial activity, book illustrates and analyzes sea- 
sonal loans, working capital loans, financing of intermediaries, term 
loans and interim financing, the slow loan, portfolio policies, etc. 
“Dynamic . . . not only interesting but profitable.”—JouRNAL OF 
Finance. 14 Contributors. 1959. 453 pp.; 58 ills., tables. $7.50 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 
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COMMERCIAL CREDIT AND 
COLLECTION PRACTICE 


WATROUS H. IRONS, Federal Reserve Bank of Dallas; 
revised by DOUGLAS H. BELLEMORE, New York University 


Popular textbook thoroughly covers the fundamentals and prin- 
ciples underlying sound credit and collection practices. It tells how to 
evaluate credit risks and analyze credit data; includes major sections 
on consumer credit, foreign trade, and mercantile installment credit. 
Book stresses the role of the federal government and the Federal Re- 
serve System in credit control and counter-cyclical policy. “Excellent 
text, well written.”—Hendrik Zwarensteyn, Michigan State Uni- 
versity. Instructor’s Manual and Problem Manual available. 2nd Ed., 
1957. 784 pp.; 110 ills., tables. $7.50 


CASUALTY INSURANCE 
C. A. KULP, University of Pennsylvania 


A clear, analytical discussion of hazards and policies, insurers and 
rates, and the regulation of the casualty insurance business. Book em- 
phasizes basic principles and enables the student to see how theory is 
applied to practical situations. It brings out contract features of various 
policies, develops and documents background facts, and provides im- 
partial evaluations. Fully explains rate making, insurance carriers, 
and the contribution private casualty insurance is making to the 
broad area of social security. “Well organized, well written, readable, 
and understandable.” —THE JOURNAL OF FINANCE. 3rd Ed., 1956. 635 
pp., 28 tables. $8.00 


THE STOCK MARKET 
GEORGE L. LEFFLER, Pennsylvania State University 


Explaining all the functions, operations, and complexities of the 
stock market, this widely-used textbook ranges from basic principles 
to the most complicated investment and trading techniques. Detailed 
material is offered on the investment merits of securities, construction 
and management of securities portfolios, investing and trading in 
common stocks, and leading trading plans. Book analyzes stock prices, 
the market’s economic function, federal regulation of the securities 
business, etc. “A beautiful blend of telling a complete story without 
becoming involved in details and mechanics.” —Phillip H. Lohman, 
University of Vermont. 2nd Ed., 1957. 626 pp.; 58 ills., tables. $7.50 


THE RONALD Press COMPANY 


15 East 26th Street, New York 10, New York 
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MONEY AND ECONOMIC ACTIVITY 
Readings in Money and Banking, 2nd Edition 

Lawrence S. Ritter, editor, New York University 

Selections, chosen for their readability and relevance to current and pros- 
pective developments, present contrasting viewpoints on vital issues. Ex- 


cellent editorial introductions orient the entire presentation to the theme 


of money and economic activity. 


About 455 pages An early 1961 publication 


HOUGHTON MIFFLIN COMPANY ®* Boston 
New York Atlanta Geneva Dallas Palo Alto 


MATHEMATICS OF FINANCE 
Robert Cissell, Xavier University, and Helen Cissell 


This text emphasizes transactions important to individuals and families 
and uses problems based on data from actual transactions to illustrate 
application of formulas and tables. 


198 pages of text 85 pages of tables $5.00 


Practical Problems in 


MATHEMATICS OF FINANCE 
Cissell and Cissell 


A presentation of actual business situations which students can expect to 
meet in later work or in handling personal finances. 


96 pages paperbound $1.80 


HOUGHTON MIFFLIN COMPANY ° Boston 
New York Atlanta Geneva Dallas Palo Alto 
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INVESTMENT MANAGEMENT 


SECOND EDITION 


by HARRY C. SAUVAIN, New York University 


Because good investment is a product of good 
thinking, the Second Edition goes beyond 

the usual descriptive treatment of securities 

and security markets to develop orderly thinking 
about the problems investors face in the 
security market. One of the outstanding 
changes effected by the revision is the addition 
of six chapters on security analysis. 


1959 576 pp. 


Text price: $7.95 


Answers to Cases and Questions available 


on adoption (Restricted) 


ORGANIZING 
AND FINANCING 
BUSINESS 


SIXTH EDITION 


by JOSEPH BONNEVILLE, New 
York University; HARRY M. 
KELLY, New York University; and 
LLOYD E. DEWEY 


Comprehensive without being overly 
technical, this new edition gives the 
reader the fundamentals necessary for 
a clear understanding of the methods 
used in organizing and financing a 
business. The book includes: a dis- 
cussion of the impact of federal in- 
come taxes; greater emphasis on 
financial management; and a brief 
description of the American banking 
system. 


1959 416 pp. Text price: $6.95 


Instructor’s Suggestion Booklet 
Restricted 


free on adoption ( 


EXECUTIVE 
DECISIONS AND 
OPERATIONS 
RESEARCH 


by DAVID W. MILLER and MAR- 
TIN K. STARR, both of Columbia 
University 


The authors provide a basic under- 
standing of decision theory, opera- 
tions research and other recent de- 
velopments of importance for the ra- 
tional analysis of executive decision 
problems for both students of busi- 
ness management and executives. 
Using the most recent developments 
of decision theory, the authors show 
that an executive’s analysis of de- 
cision problems leads naturally to the 
utilization of operations research in 
order to achieve optimal results. 


1960 448 pp. Text price: $7.50 


Solutions Manual free on adoption 
(Restricted) 


To receive approval copies, write: 
Box 903, Dept. JF 


PRENTICE-HALL, inc. 
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Master of Business 
Administration Program 


St. 


SCUOOL OF 


University FOOMMENGE 


Is now offering the degree of 


MASTER OF BUSINESS ADMINISTRATION 


Advanced professional studies in business leadership open to qualified men and women. 
Choice of location and schedule: 


University Campus—Jamaica 


Evenings 6:30 to 10:20 P.M. 
Saturdays 8:45 A.M. to 2:45 P.M. 


Brooklyn Center—96 Schermerhorn St. Evenings 6 to 8:50 P.M. 
Open to qualified undergraduates and these holding B.A., B.S., and B.B.A. degrees 


Accounting: 


Economics: 


‘Management: 


Write or phone today for complete information: 


C. P. A. Problems 

Controllership 

Advanced Accounting Theory 

Advanced Federal Tax Accounting 

S. E. C. Accounting 

Analysis & Interpretation of Financial Statements 
Manufacturing Cost 

Distribution Cost 

Internal Auditing 

Accounting Systems: Design and Installation 
State and Local Tax Accounting 


National Income & Income Determination 
Price and Income Theory 

Fiscal & Monetary Problems & Policies 
Business Fluctuations and Forecasting 
Business Statistics 


Planning and Organizing the Enterprise 
Control of Business Operations 
Managerial Decision Making 

Management of Information 

The Human Problems of a Manager 

Policy Development and Implementation 
The Administrator in an Industrial Society 


Registrar, St. John’s University, Grand Central & Utopia 
Pkways, Jamaica 32, N.Y., JAmaica 6-3700 
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The 2nd Edition 


MONEY AND BANKING 


By Eugene F. Klise, Ph.D., Miami University, Oxford, Ohio 


There is an increased emphasis on monetary theory in this book. Encyclo- 
pedic discussions are avoided and operational details minimized. Historical 
and institutional aspects are blended with theory and practice to picture 
clearly the relation of our monetary policy and banking system to our 
general economy. Basic vital principles are stressed without belaboring 


minor exceptions that bewilder the student. 


South-Western Publishing Co. 
(Specialists in Business and Economic Education) 
Cincinnati 27 - New Rochelle, N.Y. - Chicago5 + San Francisco3 - Dallas 2 


THE JOURNAL OF BUSINESS 


GRADUATE SCHOOL OF BUSINESS, UNIVERSITY OF CHICAGO, CHICAGO 37, ILLINOIS 


Volume XXXII OCTOBER 1960 Number 4 
The Carnegie Tech Management Game........................4:- K. J. Cohen and others 
\The New Competition—International Markets: How Should We Adapt?. ...... Yale Brozen 
The MAPI Urgency Rating as an Investment Ranking Criterion............ Myles Dryden 
Price Policy and Discounts in the Medium- and High-priced Car Market........ Allen Jung 
The Role of Law in Education for Business. ................- 06020-0055 Jacob Weissman 
Reduced Costs through Job Enlargement: A Case..................... Maurice Kilbridge 
Economic Analysis in Norwegian Collective Bargaining.................... G. M. Donhowe 
An Experimental Method for Estimating Demand.................... Edgar A. Pessemier 


The JOURNAL OF BUSINESS is published quarterly by the University of Chicago Press. 
Subscriptions are $6.00 per year and should be addressed to the JOURNAL OF BUSINESS, 
Graduate School of Business, University of Chicago. Manuscripts in duplicate, typed and 
double-spaced (including footnotes and quotations), and editorial correspondence should be 
addressed to Irving Schweiger, Editor, JOURNAL OF BUSINESS, at the same address. 
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The American Economic Review 


Volume L DECEMBER 1960 Number § 


ARTICLES 
Simulation: A Symposium 

Simulation of Industry and Firm. 


. . Martin 

Simulation of Group Behavior G. P. E. Clarkson and H. A, Simon 
Income in Relationto Education. . . . . < 
Progressiveness ofa SalesTax . . .. . . DG. 
REVIEW ARTICLE 
COMMUNICATIONS 
Contributors to the A.E.R. Duringthe Fifties. . . and D. J. 
The First Two Decades of the American Economic Association: Comment : . Core 


Competition and Growth—The Lesson of West acess 
Comment . . K. W. 


Roskamp 
A. 1. MacBean and W.G. 


International Trade and Economic Expansion: Cc omment 


The AMERICAN BOguenEO aid TEW, a quarterly, is the official publication of the American Economic Association 

and is sent to all members. The annual dues are six dollars. Address editorial communications to Dr. Bernard F. Haley, 

Editor, AMERIC AN EC ONOMIC REVIEW, Stanford University, Room 220, Stanford, California; for iformeiee ae 

curning other 0s publications and activities of the “Association, communicate with the Secretary-Treas urer, Dr. James Washing 
ican Economic Association, Northwestern University, Evanston, Illinois. Send for iimation booklet. 


JOURNAL OF THE AMERICAN STATISTICAL ASSOCIATION 


Volume 55 


DECEMBER, 1960 Number 292 


On Finite Sample Distributions of GCL Identifiability Test Statistics............ ‘ 


.Rosert L, Basmamt 
A Note on the Limiting Relative Efficiency of the Wald Sequential Probability Ratio Test... ..... Ropurt E. Becnuora® 


Bivariate Exponential Distributions................. .... E. J. 


On the Exact Variance of Products. ...... .. Leo A, 
Circular Error Probabilities. ........ . = .........H. Leon Haat 


On Conditional Expectations of Location Statistics. .... .. V. 


Effect of Bias on Estimates of the Circular Probable Error.............. Pe ee ....P. B. Moran 


Market Growth, Company Diversification and Product Concentration 1947-1954. . . 


L, Newell 
Unbiased Ratio Estimators in Stratified _.. Jose Nrerro pe Pasevah 


A New Binomial Approximation for Use in Sampling from Finite Populations. . . eeperrerrer 


Internal Migration Statistics for the United States... .. Everett 8. Lee anp Anne Las 


Bibliography on Simulation, Gaming, Artificial Intelligence and Allied Topics Pee: 


For further information, please contact the 


AMERICAN STATISTICAL ASSOCIATION 
1757 K STREET, N.W. WASHINGTON 6, 0D. 
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SANDIFORD 


MUcGrau-Aill Sooke 


INTERMEDIATE PRICE THEORY 


By Diran BopEnnorn, The Ohio State University, Ready in January, 1961 


| 4 Important New 


A thorough and detailed presentation of the basic ideas of price theory for students 
at the undergraduate level. This text first discusses the theory of the firm, then 
considers the theory of consumption. Abstract concepts and equilibrium conditions 
related to price theory are carefully explained, with alternative interpretations. 


MONEY, PRICES AND POLICY 


By Watter W. Harnes, University College of Arts and Science, New York 
University. Ready in January, 1961 


This clearly written textbook is designed for undergraduate courses in money and 
banking. It covers monetary history and institutions, monetary systems, theory, 
and fiscal policy. Its scope is broad, with a lucid rendering of fundamental con- 
cepts. 


AN INTRODUCTION TO MATHEMATICS FOR 
BUSINESS ANALYSIS 


By Rosert C. Meter, General Mills, Inc., and SrepHen H. Arcuer, Univer- 
sity of Washington. 284 pages, $6.95 


For businessmen and students of business and economics interested in learning 
about the uses of mathematical and statistical techniques in the solution of business 


problems. The book is designed to supplement a lack of formal training in these 
subjects. 


INSURANCE: Theory and Practice in the United States 


By H. Mowsray; and H. Buancnarp, Columbia University, 
Fifth Edition. Ready in January, 1961 


Here is a complete revision and updating of the highly successful text for courses 
in General Insurance. The book covers both private and governmental insurance, 
giving the reader a general understanding of the basis for insurance, its problems, 
its mechanism, and its general application. 


MeGRAW-HILL BOOK COMPANY, INC. 


copies on 


approval 


330 West 42nd Street New York 36, N.Y. 
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JUST PUBLISHED ... 


CASES IN FINANCIAL MANAGEMENT 
By ROBERT L. MASSON, PEARSON HUNT, and ROBERT N. ANTHONY 


This new volume of financial management cases offers to the student a 
comprehensive analysis of the problems faced by modern financial man. 
agers. This analysis is accomplished through integrating theory with prac. 
tical, real-life cases of everyday significance. Most of these cases are based 
on actual business situations, and they have been classroom tested. 


Well suited for use in a wide variety of courses in finance at the under. 
graduate level, Cases in Financial Management may also be used at the 
graduate level. An Instructor’s Guide will be available to adopters. 


WIDELY USED IRWIN TEXTS ... 


PERSONAL FINANCE: Principles and Case Problems 
Revised Edition 
By JEROME B. COHEN and ARTHUR W. HANSON 


Adopted by more than 285 colleges and universities in its Revised Edition, 
this book continues to be the most widely used text of its kind. 


BASIC BUSINESS FINANCE: Text and Cases 
By PEARSON HUNT, CHARLES M. WILLIAMS, and GORDON DONALDSON 


Provides a combination of text and case materials for the study of cor 
poration finance from the point of view of the financial manager. 


CASE PROBLEMS IN FINANCE Third Edition 
By P. HUNT, C. WILLIAMS, J. PORTERFIELD, L. LANGER, and R. VANDELL 


This text presents a managerial, problem-solving approach, while offering 
the student an opportunity to gain skills in the use of analytical tools. 


FINANCIAL INSTITUTIONS 
By R. |. ROBINSON (Editor), E. W. BOEHMLER, F. H. GANE, and L. C. FARWELL 


Provides students with an up-to-date introduction to our financial institu- 
tions and to the basic working of our financial system. 


RICHARD D. IRWIN, INC. . xomewoon, 


#387 


| Edition, 


FARWELL 


il institu: 


LLINOIS 


y of cor | 
Edition Ca | 


